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EXECUTIVE  SUMMARY 


PURPOSE: 


Language  incorporated  in  the  Conference  Report  for  Treasury 
Appropriations  for  FY  1994  mandated  that  the  Secretary  of  the  Treasury 
report  to  the  Congress  on  the  structure,  operation,  practices,  and 
regulation  of  Japan's  financial  markets  and  their  implications  for  the  U.S. 
economy.  Accordingly,  this  study  examines  the  structure  and  the 
operation  of  the  Japanese  financial  system,  Japan's  system  of  corporate 
governance,  the  impact  of  these  practices  on  the  development  and 
subsequent  collapse  of  Japan's  fmancial  bubble,  and  the  role  and 
importance  of  Japanese  international  capital  flows  for  the  U.S.  economy 
and  U.S.  financial  interests. 


Four  central  questions  are  examined  in  this  study: 

•  How  did  the  structures  and  practices  of  the  Japanese  financial 
system  contribute  to  the  financial  bubble  of  the  late  1980s  and  its 
subsequent  collapse? 

•  What  has  the  Government  of  Japan  done  to  liberalize  and 
strengthen  the  Japanese  financial  system? 

•  What  impact  will  these  regulatory  changes  have  in  terms  of 
ensuring  flie  safety  and  soundness  of  the  Japanese  fmancial  system, 
that  it  is  open  to  foreign  capital,  and  that  foreign  investors  will  be 
provided  with  a  level  playing  field? 

•  What  is  the  role  of  Japanese  finance  in  the  world  economy  and 
how  does  it  affect  U.S.  economic  and  fmancial  interests? 


BACKGROUND: 


The  study  focuses  on  the  period  1985-94.  Following  a  general 
introduction  to  the  study  in  Chapter  I,  Chapter  n  examines  the  structures, 
practices,  and  regulation  of  Japan's  fmancial  system  and  the  various 
changes  that  have  occurred  over  the  last  10  years  to  liberalize  and 
strengthen  the  system.  Chapter  in  focuses  on  Japan's  system  of  corporate 
governance  and  changes  made  within  that  system  to  improve  transparency 
and  strengthen  the  rights  of  individual  shareholders.  Chapter  IV  examines 
the  principal  causes  of  Japan's  late  1980s  land  and  equity-price  "bubbles," 
and  the  factors  that  subsequently  led  to  the  collapse  in  Japanese  asset 
prices.  Chapter  V  looks  at  the  role  and  importance  of  Japanese  capital 
outflows  for  the  U.S.  and  world  economies,  and  the  implications  of  those 
outflows  for  U.S.  fmancial  interests.  Chapter  VI  provides  concluding 
comments  on  the  four  questions  posed  above. 

The  U.S.  Treasury  has  engaged  the  Japanese  Government  on  many  of 
these  issues  over  the  last  12  years  in  several  different  fora:  First,  on  a 
structural  basis  in  "the  Working  Group  on  Yen-Dollar  Exchange  Rate 
Issues"  (1984-87).   Second,  in  the  "Working  Group  on  Financial 
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Markets"  (1988-92)  in  parallel  with  the  corporate  governance  section  of 
the  "Structural  Impediments  Initiative"  (1989-92).  And  most  recently  in 
the  "U.S. -Japan  Framework  for  a  New  Economic  Partnership."  The  last 
process  produced  in  February  1995  the  "Measures  by  the  Government  of 
Japan  and  the  Government  of  the  United  States  Regarding  Financial 
Services"  (the  "Measures")  between  the  United  States  and  Japan  that  will 
substantially  improve  market  access  for  U.S.  financial  institutions  in  the 
banking,  securities,  and  asset  management  sectors,  and  will  substantially 
strengthen  transparency  and  procedural  protections  in  the  provision  of 
financial  services. 

PRINCIPAL 

CONCLUSIONS:      Structure.  Practices,    and  Regulation  of  the  Japanese  financial 

System 

•  Throughout  much  of  the  postwar  period,  the  Japanese  financial 
system  has  been  characterized  by  a  high  degree  of  segmentation 
and  functional  specialization. 

•  Detailed  regulatory  control  also  characterized  the  traditional 
postwar  approach  to  Japanese  financial  system  regulation.  That 
control  was  most  clearly  evident  in  the  regulated  structure  of 
deposit  interest  rates  and  foreign  exchange  controls,  both  of 
which  in  recent  years  have  been  largely  eliminated. 

•  The  nature  of  postwar  regulatory  administration  has  included 
informal  "administrative  guidance;"  use  of  industry  groups  as 
conduits  between  financial  services  firms  and  the  regulatory 
authorities;  and  restricted  crossover  entry  into  other  lines  of 
financial  services  business. 

•  Over  the  last  10  years  there  has  been  substantial  deregulation  of 
Japan's  financial  markets,  including  the  erosion  of  segmentation 
through  limited  crossover  entry  into  other  lines  of  business  via 
subsidiaries;  interest  rate  deregulation;  relaxation  of  foreign 
exchange  controls  on  cross-border  capital  transactions;  expansion 
of  the  range  of  permissible  financial  market  products  and  issuers 
of  securities;  opening  of  existing  markets  to  new  entrants;  and 
expansion  of  business  opportunities  for  current  participants  in 
existing  markets. 

•  Many  of  these  changes  were  the  result  of  bilateral  negotiations 
between  the  Government  of  Japan  and  the  Government  of  the 
United  States  designed  to  improve  opportunities  available  to 
foreign  financial  institutions  in  Japan. 
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•  Most  recently,  there  have  been  reforms  aimed  at  providing 
procedural  protections  from  non-transparent  regulation 
and  potentially  arbitrary  actions. 

Japan's  System  of  Corporate  Governance 

•  While  many  features  of  corporate  governance  in  Japan  parallel 
those  in  the  United  States,  several  characteristics  distinguish  the 
Japanese  system:  a  lack  of  outside  directors  on  corporate  boards, 
extensive  cross-shareholding  arrangements  among  firms,  the 
network  of  informal  and  formal  ties  among  nominally  independent 
companies  known  in  Japan  as  "keiretsu"  relationships,  and 
unusually  close  government-business  ties. 

•  These  features  of  corporate  governance  in  Japan  have  resulted  in 
an  emphasis  on  short-term  growth  over  profits  at  major  Japanese 
corporations;  relatively  weak  shareholders'  rights;  and  resistance 
to  mergers  and  acquisitions,  particularly  hostile  takeovers.  These 
features,  reinforced  by  societal  values  that  put  a  premium  on 
consensus,  stability,  and  long-term  relationships,  have  often 
deterred  outside  investors  in  Japanese  companies,  especially 
foreign  investors, 

•  A  combination  of  regulatory  reforms  and  short-  and  long-term 
market  pressures  have  brought  about  changes  in  traditional  patterns 
of  corporate  governance  in  Japan.  These  forces  have  tended  to 
loosen  stable  inter-corporate  ties  and  strengthen  the  rights  of 
individual  shareholders. 

•  In  bilateral  negotiations  over  the  past  6  years,  the  U.S. 
Government  has  raised  a  number  of  concerns  about  legal 
provisions  and  regulatory  practices  that  artificially  sustain  elements 
of  the  Japanese  system  of  corporate  governance  and  that  have  an 
adverse  impact  on  foreign  investment  in  Japan. 

•  In  response  to  these  concerns,  the  Japanese  Government  has  taken 
various  steps  to  reform  corporate  governance,  including  enhancing 
disclosure  requirements,  facilitating  derivative  lawsuits,  and 
strengthening  antitrust  enforcement. 

Causes  and  Consequences  of  the  Japanese  Asset  Bubble 

•  Japan's  land  and  equity  prices  nearly  tripled  in  value  between  year- 
end  1985  and  year-end  1989.  At  the  height  of  the  financial 
bubble,  the  capitalization  of  the  Japanese  stock  market  represented 
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42  percent  of  the  total  capitalization  of  world  stock  markets.  The 
largest  land  price  increases  were  concentrated  in  Japan's  three 
major  cities:   Tokyo,  Osaka,  and  Nagoya. 

Japan  was  not  the  only  coxmtry  to  experience  asset  price  inflation 
in  the  mid-to-late  1980s.  Other  countries,  including  the  United 
States,  also  e;q)erienced  rising  stock  and  real  estate  prices  during 
this  period,  as  well  as  some  economic  dislocation  when  real  estate 
markets  eventually  corrected  for  the  overshooting.  In  Japan, 
however,  these  trends  were  considerably  stronger  than  elsewhere. 

Most  independent  observers  attribute  the  financial  bubble  to 
excessive  reliance  on  easy  credit  conditions  that  lasted  too  long, 
even  after  the  economy  had  recovered  from  the  shock  of  the  yen's 
steep  appreciation  in  1985  and  1986. 

Because  the  priority  of  Japanese  fiscal  policy  at  the  time  was  to 
shrink  government  spending  relative  to  GNP,  monetary  policy  was 
assigned  the  dual  policy  task  of  stimulating  the  economy  and 
slowing  the  yen's  appreciation. 

During  the  expansion  of  the  financial  bubble,  other  features  of  the 
economic  system  tended  to  amplify  price  pressures  in  certain  asset 
markets.  These  included  the  system  of  stable  cross-shareholding, 
which  reduced  the  availability  of  tradable  stocks;  and  certain  land 
policies  that  limited  the  amoimt  of  urban  land  available  for  sale. 
The  net  effect  was  less  scope  for  diffusing  price  pressures  across 
a  broader  supply  of  assets. 

Classic  features  of  asset  market  bubbles  also  appeared:  traditional 
valuation  rules  were  discarded  as  expected  capital  gains  were 
expected  to  justify  paying  any  price. 

The  financial  bubble  eventually  collapsed  with  the  tightening  of 
monetary  policy  in  1989  and  1990.  Stocks  eventually  lost  over 
60  percent  of  their  value  peak-to-trough,  and  land  prices 
lost  over  40  percent  of  their  peak  value. 

Following  the  collapse  of  the  bubble  and  continuing  to  this 
day,  the  Japanese  economy  and  Japanese  asset  prices  have 
remained  weak  and  under  pressure.  The  non-performing  loan 
problems  of  Japanese  banks  have  risen. 
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•  Weak  balance  sheets  of  banks  and  other  financial  institutions  and 
a  pulling  back  from  risk-taking  contributed  to  weak  credit  growth 
as  the  Japanese  economy  virtually  stagnated  in  the  1990s, 

•  To  respond  to  these  challenges,  the  Government  of  Japan  has 
reduced  interest  rates  to  new  historic  lows  and  developed  four 
fiscal  stimulus  programs  that  have  included  elements  to  support  the 
stock  market  and  increase  land  transactions.  More  recently,  the 
government  has  announced  the  formulation  of  a  new  study  group 
to  develop  new  means  to  help  financial  firms  dispose  of  their  non- 
performing  loans. 

•  Disclosure  requirements  have  been  tightened  in  an  attempt  to  avoid 
the  hiding  of  weak  performance  and  non-performing  loans.  The 
government  has  acknowledged  that  bad  or  restructured  loans  total 
roughly  6  percent  of  all  credit  institutions'  assets.  Some  bank 
losses  have  been  acknowledged,  but  there  are  still  gaps  in 
reporting  portfolio  problems. 

•  The  financial  bubble  and  its  aftermath  brought  a  series  of  financial 
scandals  which  have  made  Japanese  as  well  as  foreign  investors 
more  wary  of  markets  where  some  privileged  market  participants 
have  enjoyed  advantages  over  others.  U.S.  investors,  however, 
have  been  large  net  buyers  of  Japanese  equities  since  1991, 
investing  over  $25  billion  during  the  period  1991-94. 

•  To  respond  to  irregularities  in  the  financial  markets,  the 
government  created  a  new  watch-dog  body,  the  Securities 
Exchange  Surveillance  Commission,  to  monitor  securities  trading 
activities  and  to  recommend  criminal  proceedings  in  cases  of 
misconduct.  In  addition,  imder  various  reforms  laws  were 
amended  and  administrative  notices  codified. 

.Taoanese  finance  Internationally;  Lnpllcatioiis  for  the  United  States 

•  Japan's  emergence  as  the  world's  largest  net  exporter  of  capital  in 
the  1980s  is  a  reflection  of  the  persistent  excess  of  domestic 
savings  over  domestic  investment  in  Japan. 

•  Japan's  capital  outflows  have  amoimted  to  18  percent  of  the 
world's  flows  of  foreign  direct  investment  (1985-92),  31  percent 
of  the  savings  shortages  of  countries  running  savings-investment 
gaps  (1985-93),  and  18  percent  of  the  world's  official  development 
assistance  (1988-92). 
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•  As  Japan's  financial  resources  have  increased,  Japan  has  become 
a  major  contributor  to  the  international  fmancial  institutions. 
Japan  is  the  second  largest  creditor  of  the  IMF  and  the  largest 
donor  to  the  MDBs  for  concessional  lending  to  the  poorest 
countries.  In  addition,  Japan  made  a  major  fmancial  contribution 
of  $13  billion  in  1991  to  Desert  Storm. 

•  Japanese  banks  account  for  9.4  percent  of  total  U.S.  banking 
system  assets  and  17  percent  of  total  U.S.  business  loans.  Many 
of  these  assets  were  funded  with  funds  raised  in  the  United  States. 
Roughly  90  percent  of  Japan's  banking  activity  is  concentrated  in 
New  York  and  California. 

•  Principal  investments  in  the  United  States  from  Japan  have 
included  direct  investments,  where  in  1992  Japanese  investors 
overtook  United  Kingdom  investors  as  the  largest  single  national 
group  of  foreign  investors;  and  U.S.  Treasury  securities,  where 
Japanese  purchases,  inclusive  of  purchases  by  the  Bank  of  Japan, 
have  totaled  9.3  percent  of  newly  issued  U.S.  Government  debt 
since  1986. 

•  Despite  Japan's  significant  purchases  in  recent  years  of  U.S. 
Treasury  securities,  Japanese  investors,  inclusive  of  the  Bank  of 
Japan,  own  a  relatively  small  fraction  of  privately-held  U.S.  debt 
outstanding:  4.0  percent. 

•  Japanese  investors  have  made  relatively  small  investments  in  U.S. 
equities. 

This  report  does  not  constitute,  and  should  not  be  considered,  a 
comprehenensive  evaluation  of  the  health  of  the  Japanese  banking  system. 
Nor  does  this  report  seek  to  evaluate  the  adequacy  of  the  Japanese 
Government's  response  to  recent  problems. 
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OVERVIEW  AND  BACKGROUND  OF  THE  STUDY 

This  introductory  chapter  first  discusses  the  origin  and  purpose  of  this  study,  and  with 
reference  to  the  legislative  history,  reviews  some  of  the  key  issues  in  U.S.-Japan  financial 
relations  identified  at  the  time  of  the  study's  inception.  The  chapter  then  describes  the  scope 
and  organization  of  the  study,  before  closing  with  a  brief  description  of  the  methodology  and 
a  survey  of  other  major  U.S.  Government  reports  on  Japanese  capital  markets. 

Origin  and  Purpose 

During  the  summer  of  1991  a  series  of  financial  market-related  scandals  in  Japan,  in 
combination  with  sharp  declines  in  Japanese  stock  and  land  prices  and  related  concerns  about 
the  capital  adequacy  and  asset  quaUty  of  many  Japanese  banks,  heightened  concern  about  the 
possible  negative  repercussions  of  developments  in  Japan  for  global  financial  markets. 

In  the  United  States,  a  series  of  Congressional  hearings  were  held  on  fmancial  conditions 
in  Japan,  culminating  in  the  introduction  of  legislation  mandating  that  the  Secretary  of  the 
Treasury  report  to  the  Congress  on  the  structure,  operation,  practices  and  regulation  of  Japan's 
financial  markets  and  the  impUcations  of  those  practices  for  the  U.S.  economy.  Although  the 
original  bill,  House  Resolution  3423,  was  included  in  legislation  that  was  ultimately  vetoed, 
some  of  the  issues  persisted  as  the  Japanese  equity  and  real  estate  markets  underwent  protracted 
declines  and  U.S.  financial  services  firms  continued  to  seek  effective  market  access  m  Japan. 
Language  mandating  this  study  was  eventuaUy  incorporated  into  the  Conference  Report  for 
Treasury  Appropriations  for  FY  1994. 

Accordingly,  the  purpose  of  this  study  is  to  examine  the  structure  and  the  operation  of 
the  Japanese  fmancial  system,  Japan's  system  of  corporate  governance,  the  impact  of  these 
practices  on  the  development  and  subsequent  collapse  of  Japan's  fmancial  bubble,  and  the  role 
and  importance  of  Japanese  international  capital  flows  for  the  U.S.  economy  and  U.S.  fmancial 
interests. 

Prevailing  Concerns  in  U.S.-Japan  Financial  Relations 

In  examining  the  legislative  history,  several  issues  pertaining  to  the  Japanese  fmancial 
system  were  identified  as  worthy  of  further  exploration: 

•  First,  a  series  of  fmancial  market  scandals  gave  rise  to  concern,  both  inside  and 
outside  of  Japan,  that  Japan's  financial  market  playing  field  was  uneven  and 
vulnerable  to  manipulation; 

•  Second,  given  the  steep  fall  of  share  prices  in  the  Japanese  equity  market, 
concerns  arose  about  the  ability  of  Japanese  banks  to  meet  the  Basle  capital 
adequacy  requirements,  which  would  be  entering  into  force  in  March  1993; 
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•  Third,  falling  real  estate  prices  also  created  problems  for  Japanese  banks  —  that 
of  rising  levels  of  non-performing  loans,  many  of  which  had  been  collateralized 
with  land; 

•  Fourth,  there  was  concern  about  the  potential  transmission  of  the  economic  side 
effects  of  these  problems  to  the  United  States,  as  well  as  about  the  safety  of  U.S. 
financial  investments  in  Japan; 

•  Fifth,  the  cost  of  capital  for  Japanese  firms  was  seen  as  being  very  inexpensive 
and  possibly  constituting  an  unfair  competitive  advantage,  undermining  the  efforts 
of  U.S.  firms  to  compete  in  world  financial  markets; 

•  Sixth,  Japan's  system  of  corporate  governance  was  seen  as  providing  an  uneven 
playing  field  for  foreign  investors;  and 

•  Finally,  Japanese  institutions  were  seen  as  playing  a  critical  role  in  providing 
international  liquidity,  in  extending  overseas  development  assistance  (ODA), 
financing  a  portion  of  the  U.S.  government  budget  deficit,  and  extending 
commercial  and  industrial  loans  in  the  U.S.  banking  market. 

Perceptions  of  Japan  in  the  Early  1990s 

Some  of  the  concerns  listed  above  were  valid  at  the  time  this  study  was  being  conceived 
by  the  Congress  and  retain  some  relevance  today.  Others  have  been  shown  over  time  to  be  not 
as  serious  as  first  thought. 

First,  Japanese  banks  have  been  able  to  meet  the  Basle  capital  adequacy  ratios  without 
exceptional  difficulty  despite  past  closure  of  the  equity  market  to  new  equity  financing  and 
erosion  of  much  of  their  unrealized  equity  gains.  In  the  3  years  since  the  risk- weighted  capital 
adequacy  ratios  went  into  effect,  Japan's  largest  21  banks  have  exceeded  the  minimum  required 
8  percent  ratio  each  year  by  an  average  of  150  basis  points. 

Second,  sharply  lower  real  estate  prices  have  resulted  in  a  sharp  rise  in  non-performing 
bank  loans  and  general  stagnation  in  Japanese  bank  profits  (net  of  write-offs). 

Third,  many  large  institutional  investors  ft"om  the  U.S.  and  other  countries  have 
continued  to  invest  actively  in  Japan,  despite  difficulties  encountered  by  some  large  foreign 
investors.  These  problems  are  common  to  all  unaffiliated  investors  in  Japan,  a  group  that 
includes  many  domestic  individual  and  institutional  investors  as  well  as  foreign  investors. 

Fourth,  Japanese  investors  have  maintained  a  high  profile  in  the  U.S.  Treasury  T-bill  and 
government  bond  markets  at  certain  points  in  the  late  1980s  and  early  1990s,  but  their  ownership 
share  of  the  stock  of  outstanding  Treasury  securities  is  quite  low. 
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Finally,  although  U.S.  financial  markets  cannot  be  fully  insulated  ft"om  a  major  systemic 
crisis,  U.S.  stock  exchanges,  up  to  this  point,  have  not  been  particularly  sensitive  to 
developments  in  Japanese  equity  markets. 

Scope  and  Organization 

This  study  considers  four  basic  questions: 

•  How  did  the  structure  and  practices  of  the  Japanese  financial  system  contribute 
to  the  financial  bubble  of  the  late  1980s  and  its  subsequent  collapse? 

•  What  has  the  Government  of  Japan  done  to  liberalize  and  strengthen  the  Japanese 
financial  system? 

•  What  impact  will  these  regulatory  changes  have  in  terms  of  ensuring  the  safety 
and  soundness  of  the  Japanese  financial  system,  that  it  is  open  to  foreign  capital, 
and  that  foreign  investors  will  be  provided  with  a  level  playing  field? 

•  What  is  the  role  of  Japanese  finance  in  the  world  economy  and  how  does  it  affect 
U.S.  economic  and  financial  interests? 

This  report  does  not  constitute,  and  should  not  be  considered,  a  comprehensive  evaluation 
of  the  health  of  the  Japanese  banking  system.  Nor  does  this  report  seek  to  evaluate  the  adequacy 
of  the  Japanese  Government's  response  to  recent  problems. 

The  study  is  organized  into  six  chapters.  Chapter  n  provides  background  information 
on  the  structure,  operation,  and  regulation  of  Japan's  financial  system,  including  a  description 
of  the  principal  steps  taken  by  the  Japanese  Government  over  the  last  decade  to  liberalize  and 
strengthen  the  financial  system  in  Japan.  Chapter  IQ  describes  some  of  the  key  characteristics 
of  Japan's  system  of  corporate  governance  and  the  implications  of  that  system  for  foreign 
investors.  Chapter  IV  examines  the  beginnings  and  the  aftermath  of  the  "bubble  economy" 
period  and  what  role,  if  any,  the  structure  and  practices  of  the  Japanese  financial  system  had  in 
either  initiating  or  exacerbating  the  rise  and  fall  of  Japanese  asset  prices.  Chapter  V  looks  at 
the  international  role  of  Japanese  finance  and  the  implications  of  Japanese  global  capital  flows 
for  the  U.S.  economy.   Chapter  VI  returns  to  the  four  questions  posed  above. 

Methodology 

In  developing  this  study,  a  substantial  range  of  literature  was  consulted  on  Japanese 
financial  institutions  and  markets,  Japan's  system  of  corporate  governance,  and  Japanese  global 
investment  trends.  Related  papers,  speeches,  and  internal  memoranda  from  the  Department  of 
the  Treasury,  the  Securities  and  Exchange  Commission,  and  the  Federal  Reserve  Board  also 
were  used.  Numerous  interviews  were  conducted  with  U.S.  and  Japanese  government  officials; 
university  professors  in  the  U.S.  and  Japan;  representatives  of  major  U.S.  and  foreign  financial 
institutions  in  Tokyo;  and  various  private  sector  companies,  organizations,  and  private  investors. 
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RELATED  GOVERNMENT  RESEARCH  REPORTS 
National  Treatment  Studies 

The  Department  of  the  Treasury  and  other  U.S.  government  agencies  have  published 
studies  previously  on  Japanese  fmancial  markets.  Section  9  of  the  International  Banking  Act  of 
1978  called  upon  the  Treasury  Department  to  produce  a  report,  commonly  referred  to  as  the 
National  Treatment  Study,  to  evaluate  the  treatment  of  U.S.  banks  in  foreign  fmancial  markets. 
The  first  report,  issued  in  1979,  reviewed  the  degree  of  national  treatment  accorded  to  U.S. 
banks  in  over  140  foreign  banking  markets,  including  Japan.  Updates  to  the  1979  report  were 
produced  in  1984  and  1986.  The  1986  report  went  beyond  banldng  to  include  for  the  first  time 
an  assessment  of  the  treatment  of  U.S.  firms  in  securities  markets  in  eight  industrial  countries, 
including  Japan. 

The  Financial  Reports  Act  of  1988  established  the  National  Treatment  Study  as  a 
permanent  report  to  be  produced  by  the  Treasury  Department  every  four  years  beginning  in 
1990.  The  most  recent  National  Treatment  Report  was  issued  in  1994,  just  prior  to  the 
Measures  reached  with  Japan  in  February  1995  under  the  U.S. -Japan  Framework  for  a  New 
Economic  Partnership. 

GAO  Reports 

In  March  1988,  the  General  Accounting  Office  (GAO)  published  a  Congressional  briefing 
report  assessing  the  competitive  environment  of  Japanese  financial  markets.  The  Treasury 
Department  discussed  the  contents  of  that  report  with  staff  of  the  GAO,  but  did  not  provide  any 
official  commentary  on  the  draft.  The  GAO  report  discussed  the  barriers  encountered  by  U.S. 
financial  institutions  in  attempting  to  do  business  in  Japan,  and  it  reviewed  the  financial 
liberalization  measures  being  implemented  by  the  Japanese  authorities  at  that  time.  However, 
the  study  did  not  provide  recommendations  for  future  action  by  the  Japanese  government. 
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JAPANESE  PTNANCIAL  SYSTEM 

INTRODUCTION 

This  chapter  describes  the  postwar  Japanese  financial  system.  It  is  designed  to  provide 
the  necessary  background  to  answer  all  four  of  the  basic  questions  raised  in  Chapter  I. 

As  defined  here,  the  "financial  system"  consists  of  banking  and  securities;  insurance  is 
discussed  only  as  it  relates  to  other  financial  services.  The  chapter  begins  by  outlining  a  number 
of  structural,  regulatory,  and  operational  characteristics  of  the  Japanese  financial  industry  as  a 
whole.  This  is  followed  by  separate  sections  examining  the  banking  and  securities  sectors, 
including  recent  reforms  in  each  area. 

The  chapter  closes  with  a  section  on  the  role  of  U.S. -Japan  negotiations,  since  the 
commencement  of  the  so-called  Yen-Dollar  Talks  in  1983,  in  opening  and  liberalizing  Japan's 
financial  markets  ~  enhancing  access  by  foreign  institutions  to  the  Japanese  financial  system, 
expanding  the  scope  of  allowable  activities  for  all  participants,  and  lowering  barriers  to  the 
integration  of  Japan's  financial  system  with  global  markets.  An  Appendix  is  included  at  the  end 
of  this  chapter  describing  financial  liberalization  changes  over  the  last  25  years. 

SYSTEMIC  CHARACTERISTICS 

A  number  of  common  themes  run  throughout  the  structure,  regulation,  and  operations 
of  Japan's  financial  system.  Some  of  these  features  are  unique  to  the  financial  sector.  Others 
~  e.g.,  market  concentration  and  collateral  relationships  ~  can  be  seen  in  other  Japanese 
industries  as  well,  but  are  particularly  pronounced  in  the  financial  sector.  Similarly,  many  are 
common  to  other  countries  to  some  degree,  but  together  they  make  Japan's  financial  system 
unique. 

Structure 

Segmentation 

Segmentation  among  the  principal  components  of  the  financial  services  industry  (banking, 
securities,  and  insurance)  and  within  each  component  (e.g.,  among  city,  trust,  and  long-term 
credit  banks),  has  been  a  consistent  feature  of  the  postwar  Japanese  financial  system.  To  some 
extent,  this  segmented  structure  was  based  on  the  U.S.  model:  Article  65  of  Japan's  Securities 
and  Exchange  Law,  for  example,  which  separates  the  banking  and  securities  businesses,  was 
patterned  after  the  Glass-Steagall  Act.  In  the  United  States,  financial  market  segmentation  was 
intended  to  remedy  perceived  conflicts  of  interest  and  concentration  of  financial  power.  In 
Japan's  case,  it  has  been  argued  that,  while  prudential  considerations  were  also  important,  the 
postwar  financial  structure  was  designed  in  part  to  allocate  market  shares  and  preserve  the 
primacy  of  banks  as  financial  intermediaries. 
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As  discussed  below,  recent  legal  reforms  have  produced  significant  changes  to  the 
traditional  segmentation  of  the  Japanese  financial  system,  notably  by  lowering  barriers  to  entry, 
including  by  foreign  institutions,  and  permitting  limited  crossover  entry,  via  subsidiaries,  among 
and  within  fmancial  industry  segments.  Nevertheless,  it  is  still  largely  accurate  to  describe  the 
Japanese  financial  system  in  terms  of  its  segmented  structure. 

Market  Concentration 

Another  feature  of  the  Japanese  financial  system  is  the  concentration  of  market  power 
among  relatively  few  firms.  This  is  true  in  both  the  banking  and  securities  sectors.  In  banking, 
the  21  largest  banks  in  Japan  account  for  70  percent  of  banking  system  assets.  In  securities,  the 
"Big  Four"  securities  firms  account  for  more  than  half  of  the  total  revenues  of  domestic 
securities  firms,  nearly  two-thirds  of  underwriting  revenues,  and  40  percent  of  securities  industry 
employment. 

Bank-Dominated  Finance 

Banks  have  stood  at  the  apex  of  the  Japanese  fmancial  system  throughout  the  postwar 
period,  absorbing  the  bulk  of  household  savings  and  meeting  the  bulk  of  corporate  fmancing 
needs.  Through  the  1970s,  Japanese  corporate  borrowers  depended  on  borrowing,  mostly  from 
banks,  for  over  40  percent  of  their  total  funding  needs  and  around  85  percent  of  funds  raised 
externally.  The  banks'  dominance  has  been  eroded  somewhat  since  the  mid-1980s  as  a  result 
of  progress  in  liberalization,  securitization,  and  internationalization.  However,  banks  retain 
certain  prerogatives  vis-a-vis  other  lines  of  financial  business,  which  continue  to  make  banks 
"first  among  equals"  in  the  Japanese  financial  system. 

Regulatory  Framework 

Concentration  of  Regulatory  Authority 

In  contrast  to  the  more  diffused  financial  regulatory  systems  of  many  other  countries 
(notably  the  United  States),  regulatory  authority  in  Japan  is  largely  concentrated  in  one 
institution:  the  Ministry  of  Finance  (MOF).  Japan's  banking,  securities,  and  other  financial  laws 
grant  MOF  a  much  greater  degree  of  formal  authority  than  its  counterparts  in  most  other 
industrialized  countries.  The  rule-making  and  supervisory  functions  of  the  Treasury  Department, 
Federal  Reserve,  Securities  and  Exchange  Commission,  and  several  other  agencies  in  the  United 
States  all  fall  within  MOF's  jurisdiction  in  Japan.  Formally,  MOF  shares  some  of  these 
functions  with  a  number  of  other  government  entities:  bank  supervision  with  the  Bank  of  Japan, 
for  example;  supervision  of  non-bank  fmancial  entities  with  the  Ministry  of  International  Trade 
and  Industry;  and  regulation  of  the  pension  fund  business  with  the  Ministry  of  Health  and 
Welfare.   In  practice,  MOF  is  first  among  equals  in  virtually  all  areas  of  financial  regulation. 

Administrative  Guidance 

Together  with  formal  powers  of  approval  and  supervision,  informal  administrative 
guidance  has  traditionally  been  used  by  the  Japanese  authorities  to  implement  and  enforce 
regulations.    MOF  has  used  administrative  guidance  to  "discourage"  securities  firms  from 


STRUCTURE,  REGULATION,  OPERATIONS  AND  PRACTICES  OF  THE  JAPANESE  FINANCIAL  SYSTEM 


introducing  new  products  before  a  formal  application  to  do  so  has  been  filed,  and  to  "encourage" 
the  entire  banking  industry  to  make  a  strategic  move  in  a  certain  direction. 

In  theory,  compliance  with  administrative  guidance  is  voluntary.  In  practice,  domestic 
and  foreign  firms  have  often  complained  that  MOF  uses  a  combination  of  carrots  and  sticks  to 
encourage  compliance.  For  example,  it  has  been  alleged  that  MOF  may  threaten  to  deny  a 
company's  application  to  sell  a  new  product,  or  simply  delay  processing  the  application  until  the 
firm  complies;  or  that  it  may  offer  the  firm  ~  implicitly  or  explicitly  ~  assistance  in  other  areas 
if  it  follows  MOF's  wishes. 

In  recent  years,  the  Japanese  Government  has  recognized  the  need  to  enhance 
transparency  of  regulatory  procedures,  including  administrative  guidance.  The  most  notable 
action  by  the  Government  to  achieve  this  end  was  the  implementation  of  the  Administrative 
Procedures  Law  (APL)  in  October  1994.  The  APL  establishes  tough  and  far-ranging  standards 
to  ensure  transparency  and  fairness  of  administrative  action.  Among  other  things,  the  Law 
requires  that  licensing  and  approval  standards  be  made  available  to  the  public,  entitles  interested 
parties  to  a  clear  explanation  of  administrative  decisions  that  may  affect  them,  and  confirms  that 
compliance  with  administrative  guidance  is  strictly  voluntary.  In  the  Measures  (discussed  later 
in  this  chapter),  the  Japanese  Government  restated  its  commitment  to  transparency  and  confirmed 
that  the  APL  fully  applies  to  regulatory  procedures  in  the  financial  services  area. 

Operations  and  Practices 

Business  Relationships 

The  importance  of  equity  relationships  between  financial  and  business  interests  in  Japan 
has  been  widely  noted.  These  relationships  have  played  a  particularly  important  role  in  the 
financial  sector.  In  the  absence,  until  recently,  of  objective  credit  evaluation  in  Japan,  corporate 
affiliations  with  borrowers  have  typically  been  a  central  factor  in  bank  lending  decisions.  In 
part,  the  importance  of  relationships  in  business  decisions  reflects  Japanese  cultural  preferences 
and  traditional  business  practices,  including  cross-shareholding  (discussed  below  and  in  Chapter 
in).  It  is  also  the  product  of  a  regulatory  environment  that  permitted  or  encouraged  such  ties. 

Lack  of  Product  Differentiation 

A  related  feature  of  Japan's  traditional  financial  system  is  the  relative  lack  of 
differentiation  in  price  and  design  of  fmancial  products  and  services.  Deposit  instruments 
offered  by  Japanese  banks,  for  example,  tend  to  carry  virtually  identical  interest  rates,  maturity 
structures,  and  other  features.  Again,  this  lack  of  differentiation  partly  reflects  societal 
preferences,  but  it  is  also  a  legacy  of  Japan's  postwar  regulatory  structure.  Among  other  things, 
the  Finance  Ministry's  relatively  narrow  interpretation  of  what  constitutes  a  "security"  (as 
discussed  below)  has  limited  firms'  scope  for  product  innovation.  Moreover,  until  recently, 
interest  rates  and  fees  on  most  financial  instruments  and  services  were  tightly  regulated. 
Deregulation  has  removed  many  of  these  restrictions  and  expanded  the  variety  of  financial 
products  that  can  be  offered  in  tiie  Japanese  market. 
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Book-Value  Accounting 

Under  traditional  Japanese  accounting  practices,  firms  in  principle  carry  financial  assets 
on  their  books  at  the  original  purchase  price,  or  "book  value,"  rather  than  current  market  value. 
A  full  examination  of  Japanese  accounting  rules  is  beyond  the  scope  of  this  study.  In  general, 
however,  gains  on  assets  may  not  be  recognized  until  they  are  sold,  while  latent,  or  "appraisal," 
losses  must  be  recognized  in  some  cases,  depending  on  the  type  of  asset  and  firm  that  holds 
them.'  Appraisal  losses  do  not  need  to  be  recognized  on  most  unlisted  securities  or  other  assets 
for  which  current  market  prices  are  not  readily  available. 

The  traditional  use  of  book-value  rather  than  market-value  accounting  introduces  a 
number  of  anomalies  into  the  Japanese  financial  system.  Perhaps  most  important,  it  provides 
a  broad  degree  of  discretion  in  the  timing  of  firms'  recognition  of  securities  gains  and  losses, 
reducing  the  utility  of  financial  disclosure  statements.  These  accounting  practices  provide  an 
incentive  for  investors  to  avoid  listed  securities  in  favor  of  unlisted  instruments  in  order  to  avoid 
being  forced  to  recognize  appraisal  losses.  This  may  lead  investors  to  limit  their  holdings  of 
more  liquid  instruments,  perhaps  increasing  their  exposure  to  market  risk. 

The  Japanese  Government  has  taken  steps  in  recent  years  in  a  number  of  areas  to 
encourage  movement  from  book- value  to  market-value  accounting.  Among  other  things,  it 
agreed  in  the  Measures  to  revise  pension  actuarial  standards  from  the  current  book-value  basis 
to  a  market-value  basis  by  1997.  This  should  increase  pressure  on  pension  fund  sponsors  to  seek 
better  investment  performance  and  thereby  promote  competition  among  fund  managers. 

THE  BANKING  SYSTEM 

Structure 

Japan's  banking  system  is  highly  segmented  geographically  and  functionally.  On  one 
level,  this  means  distinguishing  among  major  banks,  (usually)  smaller  regional  banks,  a  third 
set  of  cooperative-based  fmancial  institutions,  and  other  nondepository  lenders,  such  as  insurers 
and  specialized  housing  loan  companies.  Among  the  major  banks  there  is  functional 
specialization  among  "city,"  trust,  and  long-term  credit  banks.  Finally,  Japan  has  public  and 
government-affiliated  depository  and  lending  institutions  which  play  a  very  important  role  in  the 
fmancial  system,  separate  from  that  of  the  private  fmancial  institutions. 


'  For  example,  ordinary  corporations  have  a  wide  degree  of  latitude  in  determining  whether 
an  appraisal  loss  must  be  recognized  on  their  listed  securities  holdings.  Banks,  on  the  other 
hand,  must  recognize  appraisal  losses  on  their  listed  equity  holdings  and  on  bonds  held  for 
trading  purposes,  but  need  not  do  so  on  unlisted  securities,  subsidiaries'  shares,  or  bonds  held 
for  investment  purposes. 
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Private  Financial  Institutions 

Ordinary  Banks 

Ordinary  banks  are  commercial  banks  that  accept  deposits  and  provide  a  broad  range  of 
banking  services.  Ordinary  banks  include  "city"  banks  (analogous  to  U.S.  "money  center" 
banks),  regional  banks,  and  foreign  commercial  banks. 

Gty  Banks 

At  present,  there  are  11  city  banks  in  Japan.  (With  the  planned  merger  of  Mitsubishi 
Bank  and  Bank  of  Tokyo  in  1996,  this  number  wiU  faU  to  10.)  Nearly  two-thirds  of  city  banks' 
liabilities  consist  of  deposits  of  large  corporations,  the  remainder  being  mostly  consumer  deposits 
and  short-term  money  market  instruments.  Loans  to  large  corporations  (generally  short-term 
loans)  account  for  one-third  of  assets,  with  loans  to  small-  and  medium-sized  enterprises  (SMEs) 
and  individuals  accounting  for  most  of  the  rest.  All  of  the  city  banks  have  nationwide  branch 
networks  and  a  substantial  overseas  presence.  All  of  the  city  banks  are  concurrently  licensed 
as  Foreign  Exchange  Banks,  which  gives  them  uniquely  broad  authority  to  conduct  foreign 
exchange  market  transactions.  Among  the  city  banks,  the  Bank  of  Tokyo  is  a  specialized  foreign 
exchange  bank  which  still  enjoys  certain  Government-granted  privileges  in  the  foreign  exchange 
business.  Another  city  bank,  Daiwa,  is  authorized  to  engage  in  a  full  range  of  trust  banking 
business.  The  city  banks'  assets  totaled  ¥326.9  trillion  ($3.8  triUion)^  as  of  March  31,  1995, 
and  accounted  for  35  percent  of  total  assets  in  the  Japanese  banking  system. 

Regional  Banks 

Regional  banks  are  primarily  commercial  banks  with  a  prefectural  focus.   However,  16 
regional  banks  are  also  authorized  to  engage  in  a  limited  range  of  trust  business.    Unlike  city 
banks,  regional  banks  may  not  branch  throughout  Japan,  but  some  city  banks  and  regional  banks 
share  the  same  city  as  headquarters  (in  some  cases,  outside  Tokyo).  Some  regional  banks  are 
authorized  foreign  exchange  banks,  and  some  have  overseas  operations.    The  largest  regional 
bank  (Bank  of  Yokohama)  is  larger  than  the  smallest  city  bank  (Hokkaido  Takushoku). 

At  present,  there  are  64  first-tier  regional  banks  and  65  second-tier  regional  banks.  (The 
second  tier  was  created  in  1989  by  converting  mutual  savings  and  loans  institutions,  or  sogo 
banks  into  regional  banks).  As  a  group,  over  one-half  of  regional  banks'  liabilities  are 
individual  savings  deposits.  Some  70  percent  of  their  assets  take  the  form  of  loans  to  SMEs, 
but  assets  also  include  domestic  securities  and  some  foreign  assets.  Taken  together,  regional 
banks  held  ¥263.8  trillion  ($3.1  trillion)  in  assets,  or  28  percent  of  total  banking  system  assets, 
as  of  March  31,  1995. 


^  The  exchange  rate  used  throughout  this  chapter  is  $1  =  ¥85  unless  otherwise  noted. 
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Foreign  Commercial  Banks 

From  a  total  of  16  in  1968,  the  foreign  bank  presence  in  Japan  mushroomed  to  90  banks 
(20  of  them  U.S.  banks)  by  1993;  the  number  has  held  steady  at  this  level  since  then.  Foreign 
financial  firms  may  establish  bank  subsidiaries,  bank  branches,  or  representative  offices  in 
Japan.  (Branches  may  engage  in  a  full  range  of  wholesale  and  retail  banking  activities,  and 
require  a  license  to  establish.  Representative  offices  require  no  license,  but  serve  mainly  as 
liaison  with  the  home  office  and  may  not  engage  in  banking  activities.)  There  were  142  foreign 
bank  branches  (of  which  38  were  U.S.)  and  107  foreign  bank  representative  offices  (10  U.S.) 
in  Japan  as  of  the  end  of  March  1995.  Foreign  banks  and  securities  companies  operating  in 
Japan  were  permitted  crossover  entry  before  Japanese  domestic  banks  and  securities  companies 
were.  Hence,  some  foreign  bank  branches  in  Japan  are  operated  by  foreign  securities 
companies.  Foreign  banks  had  ¥17.8  trillion  ($209  billion)  in  assets,  or  2  percent  of  total 
banking  system  assets,  as  of  March  31,  1995. 

Trust  Banks 

The  Japanese  Government  developed  a  trust  banking  system  separate  from  the 
commercial  banks  between  1954  and  1960.  Trust  banks  receive  and  manage  funds  on  behalf  of 
clients.  Sources  of  funds  include  pooled  individual  and  corporate  deposits  in  instruments  known 
as  loan  trusts  and  money  trusts,  as  well  as  pension  fund  assets  managed  by  trust  banks.  Uses 
of  funds  include  long-term  loans  and  financial  investments. 

There  are  seven  trust  banks  among  the  major  21  banks.  In  addition,  one  of  the  city 
banks,  Daiwa,  also  has  a  grandfathered  trust  bank  operation  licensed  to  do  the  full  range  of  trust 
bank  business.  Also,  one  of  the  seven  major  trust  banks,  Nippon  Trust,  was  acquired  by  a  city 
bank,  Mitsubishi  Bank,  in  1994  when  Nippon  Trust  was  experiencing  fmancial  difficulties. 
Besides  the  "major"  domestic  trust  banks,  there  are  nine  foreign  trust  bank  subsidiaries,  16 
regional  banks  with  trust  operations,  and  seven  trust  bank  subsidiaries  of  other  financial 
institutions  established  after  crossover  entry  was  permitted.  Both  the  newly  established  trust 
bank  subsidiaries  of  other  financial  institutions  and  the  regional  bank  trust  operations  are 
excluded  from  certain  core  areas  of  the  trust  business,  including  pension  fund  management. 
Regional  banks  are  not  required  to  establish  separate  subsidiaries  to  do  their  limited  trust 
business.  Foreign  trust  banks  are  not  excluded  from  the  pension  fund  management  business, 
although  their  success  in  winning  management  mandates  has  been  fairly  limited  thus  far. 

Assets  of  the  seven  major  trust  banks  were  ¥251.9  trillion  ($3.0  trillion)  as  of  March  31, 
1995,  or  27  percent  of  the  banking  sector  total. 

Long-Term  Credit  Banks 

Three  long-term  credit  banks  operate  under  the  Long-Term  Credit  Bank  Law  of  1952. 
They  specialize  in  long-term  loans  to  industrial  clients  for  fixed  capital  investments,  funded 
primarily  by  medium-term  bank  debentures.  The  long-term  credit  banks,  the  Bank  of  Tokyo, 
Norinchukin  Bank,  Shoko  Chukin  Bank,  and  Zenshinren  have  an  exclusive  right  to  issue  long- 
term  debentures.  However,  these  banks  have  more  limited  branch  networks  than  commercial 
banks.  The  long-term  credit  banks  have  expanded  into  international  and  other  lines  of  business 
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(including  establishing  subsidiaries  in  other  sectors  since  crossover  entry  by  banks  and  securities 
firms  into  each  others'  businesses  was  permitted).  Total  assets  of  the  long-term  credit  banks 
were  ¥73.6  trillion  ($866  billion)  as  of  March  31,  1995,  accounting  for  8  percent  of  the  total 
assets  in  the  banking  system. 

Cooperative-Based  Institutions 

In  addition  to  ordinary  banks,  there  are  other  lending  and  deposit-taking  institutions 
which  are  cooperative-based,  often  with  a  tiered  structure  at  the  local,  prefectural  and  national 
levels.  These  institutions  have  already  experienced  considerable  consolidation  and  are  expected 
to  experience  more  in  the  coming  years. 

The  cooperative-based  institutions  differ  from  ordinary  banks  in  that  they  were  originally 
intended  as  mutual  aid  associations  to  serve  defined  local  clienteles.  There  are  essentially  three 
systems  of  cooperative-based  institutions  for  small  business,  and  another  system  for  agricultural, 
forestry,  and  fisheries.  Each  of  the  systems  is  organized  as  a  federation,  and  some  are  capped 
by  a  central  bank. 

There  are  421  credit  associations  (shinkin  banks)  in  the  National  Federation  of  Credit 
Associations,  capped  by  the  Zenshinren  Bank,  with  total  assets  of  ¥106.7  trillion  ($1.26  trillion) 
as  of  March  31,  1995.  There  are  373  credit  cooperatives  in  the  National  Federation  of  Credit 
Cooperatives,  with  combined  assets  of  approximately  ¥29.8  trillion  ($350  biUion)  as  of  March 
31,  1995.  Some  credit  associations  and  credit  cooperatives  may  be  converted  to  banks  in  the 
coming  years,  or  merged  with  or  taken  over  by  banks,  according  to  a  proposal  included  in  a 
package  of  measures  announced  by  the  Finance  Minister  on  June  8,  1995,  aimed  at  enhancing 
financial  system  soundness.  There  are  47  labor  credit  associations  (one  per  prefecture)  in  the 
National  Federation  of  Labor  Credit  Associations,  with  assets  of  approximately  ¥13.1  trillion 
($153.6  billion)  as  of  March  31,  1995.  The  Central  Bank  for  Commercial  and  Industrial 
Cooperatives  (Shoko  Chukin  Bank)  is  a  quasi-governmental  special  corporation  that  also  receives 
funds  from  small  and  medium-sized  cooperatives,  local  governments,  other  financial  institutions, 
and  nonprofit  organizations,  and  lends  money  to  SMEs.  Shoko  Chukin  has  approximately  ¥16.5 
trillion  ($194  billion)  in  assets  as  of  March  31,  1995. 

By  far  the  most  extensive  cooperative  system  is  the  agricultural  cooperative  system,  with 
around  2,500  cooperatives  (each  with  deposit-taking  and  lending  operations)  throughout  Japan. 
These  are  supposed  to  be  reduced  to  570  cooperatives  by  the  year  2000,  according  to  a 
resolution  at  the  September  1994  convention  of  agricultural  cooperatives.  There  is  also  a  system 
of  fishery  cooperatives,  with  over  1,500  cooperatives  nationwide.  Each  system  is  organized  in 
a  federation  at  the  prefectural  level,  and  the  entire  system  is  capped  by  the  Central  Bank  for 
Agriculture  and  Forestry  (Norinchukin  Bank),  with  ¥43  trillion  ($506  biUion)  in  assets  as  of 
March  31,  1995. 
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Nondepository  Lenders 

Insurers 

Both  non-life  and  life  insurance  companies  are  important  lenders  in  the  Japanese  financial 
system,  primarily  supplying  long-term  loans  for  corporations  and  home  buyers.  Of  the  27  life 
insurance  companies,  five  are  foreign-owned,  while  three  of  the  25  non-life  insurance  companies 
are  foreign-owned.  As  of  the  end  of  February  1995,  insurers  had  a  total  of  ¥73.2  trillion  ($861 
billion)  in  loans  outstanding. 

Specialized  Housing  Loan  Companies  ("Jusen") 

There  are  currently  tighi  jusen,  or  specialized  housing  loan  companies,  established  by 
banks,  insurers,  and  securities  companies  in  the  1970s  to  lend  money  to  home  buyers  and  real 
estate  developers.  In  the  1980s,  \ht  jusen  lent  heavily  to  real  estate  development.  Many  of 
those  loans  are  now  non-performing.  Seven  of  the  eight  jusen  have  been  in  a  10-year 
restructuring  program  since  the  furst  half  of  1993,  in  which  most  of  their  interest  payments  to 
major  banks  have  been  reduced  to  zero.  As  of  March  31,  1995,  the  seven  problem  jusen  had 
¥10.8  trillion  ($122  billion)  in  outstanding  assets,  of  which  around  60  percent  are  considered 
non-performing,  according  to  bank  analysts. 

Consumer  Finance  ("Shimpan"  and  "SaraMn") 

Like  the  jusen,  credit  charge  companies  {shimpan)  and  saraMn  lenders  (sarariman  kinyu, 
or  "salaried  employees'  finance")  are  not  legally  defined  as  "financial  institutions."  Shimpan 
companies  typically  provide  installment  credit,  including  credit  cards,  as  weU  as  cash  credit. 
Sarakin  lenders  typically  provide  a  moneylending  function  at  rates  often  double  or  more  rates 
on  bank  consumer  loans,  but  with  fewer  restrictions  on  eligibility.  The  top  300  firms  among 
the  non-bank  lenders  (there  are  over  30,000)  have  ¥60  trillion  ($706  billion)  in  outstanding  loans 
as  of  March  31,  1994. 

Government-Affiliated  Financial  Intermediaries 

At  present,  there  are  two  government  banks  (Japan  Development  Bank  and  Export-Import 
Bank  of  Japan)  and  nine  public  finance  corporations  in  Japan.  In  addition  to  these  government- 
affiliated  financial  institutions,  the  Postal  Savings  Special  Account  and  the  Postal  Insurance  Fund 
perform  important  financial  intermediary  functions  (see  below);  and  Shoko  Chukin  Bank,  which 
receives  some  government  funding,  is  an  important  lender  to  SMEs.  The  Export-Import  Bank 
of  Japan  is  scheduled  to  merge  with  the  Overseas  Economic  Cooperation  Fund  in  1999. 

The  two  government  banks  and  nine  public  fmance  corporations  have  specialized  missions 
(e.g.,  housing  loans;  Hokkaido  and  Okinawa  development;  small  business  finance  and  credit 
insurance;  overseas  development  assistance;  and  export  and  import  promotion).  The  function 
of  the  Postal  Savings  and  Postal  Insurance  Funds  is  different.  These  funds  provide  38  percent 
of  the  funding  for  the  Fiscal  Investment  and  Loan  Program  (FILP),  the  so-called  "second 
budget. "  FILP  funds  in  turn  provide  one  of  the  sources  of  funds  for  the  government-affiliated 
banks  and  public  finance  corporations  through  the  Trust  Fund  Bureau  of  the  Ministry  of  Finance. 
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Although  not  organized  as  a  financial  institution,  the  Japanese  postal  savings  system  has 
been  called  the  world's  largest  bank  because  its  over  ¥200  trillion  ($2.4  trillion,  as  of  June  1995) 
in  deposits  easily  dwarf  those  of  any  competing  institution.  The  postal  savings  system  accepts 
deposits  only  from  individuals  (up  to  a  ceiling  of  ¥10  million,  or  $120,000),  in  post  offices 
throughout  Japan;  savers  can  then  borrow  against  these  savings.  The  most  popular  savings 
instruments  are  teigaku  deposit  certificates.  Some  postal  savings  interest  rates,  even  following 
interest  rate  liberalization  (see  below)  maintain  an  advantage  over  comparable  competing  interest 
rates  on  deposits  at  private  financial  institutions.  In  addition,  postal  savings  enjoy  certain  tax 
advantages,  and  are  free  from  reserve  requirements  and  the  payment  of  deposit  insurance. 

The  public  sector  financial  institutions  also  compete  with  private  sector  institutions  on  the 
lending  side.  In  1993  and  1994,  public  sector  lenders  accounted  for  virtually  all  lending  growth 
and  now  equal  26  percent  of  all  bank  loans  outstanding.  In  particular,  growth  in  housing  loans 
by  the  Housing  Loan  Corporation  was  seven  times  growth  in  banks'  housing  loans  in  1994. 

Regulatory  Framework 

Legal  Framework 

The  Banking  Law  of  1981  fully  amended  the  1927  Banking  Law.   It  establishes 
the  requirements  for  a  banking  license;  defines  banks'  scope  of  business;  sets  lending  limitations 
with  regard  to  capital;  establishes  reporting  and  disclosure  requirements,  and  provides  for  bank 
supervision  and  examination;  sets  legal  earned  reserve  requirements  with  regard  to  dividend 
distributions;  and  prohibits  bank  directors  (except  outside  directors)  from  holding  office  and 
attending  to  routine  work  of  another  company  unless  approved  by  the  Ministry  of  Finance.  All 
of  the  above  requirements  also  apply  to  foreign  banks  operating  in  Japan.    The  Law  on  the 
Reserve  Deposit  System  of  1957,  last  amended  in  1986,  requires  banks  (including  foreign  banks) 
and  certain  other  financial  institutions  to  maintain  non-interest  bearing  deposits  with  the  Bank 
of  Japan.    The  Temporary  Interest  Rates  Adjustment  Law  (TIRAL)  of  1947  established  a 
mechanism  for  setting  maximum  limits  on  private  financial  institutions'  interest  rates  (including 
deposit,  lending,  and  money  market  rates).  As  interest  rate  deregulation  proceeded  (see  below), 
exemptions  to  TIRAL  were  widened.  Even  though  the  process  of  interest  rate  liberalization  has 
been  completed,  the  TIRAL  law  remains  in  place.    The  Deposit  Insurance  Law  of  1971, 
established  the  Deposit  Insurance  Corp.;  set  an  insured  deposit  ceiling  of  ¥10  million  ($120,000) 
per  depositor;  established  premiums;  and  provided  that  deposit  insurance  funds  could  be  used 
to  fmance  mergers  with  troubled  fmancial  institutions.    Foreign  banks  are  not  covered  by  the 
Deposit  Insurance  Law. 

In  addition  to  the  above  laws  directly  aimed  at  the  banking  business,  there  are  other  laws 
with  important  implications  for  financial  institutions  in  Japan.  The  Bank  of  Japan  Law  of  1942 
(60  years  after  the  establishment  of  the  central  bank  itself)  establishes  the  Bank  of  Japan  (BOJ) 
as  the  only  bank  of  issue,  the  bank  of  banks,  and  the  bank  of  the  Government.  As  the  bank  of 
banks,  the  BOJ  makes  loans,  receives  deposits,  and  engages  in  bond  and  bill  transactions  with 
other  financial  institutions  or  money  market  dealers  (not  with  non-financial  corporations  or  with 
individuals).  Besides  its  monetary  policy  function,  the  BOJ  is  responsible,  with  the  Ministry  of 
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Finance,  for  maintaining  the  soundness  of  the  financial  system.  Bank  of  Japan  Law  Article  25 
provides  for  the  BOJ  to  take  any  and  all  necessary  steps  to  ensure  the  soundness  of  the  financial 
system. 

The  Forei|gn  Exchange  and  Foreign  Trade  Control  Law  of  1979,  essentially  reserves  the 
foreign  exchange  business  exclusively  for  banks,  and  establishes  a  licensing  requirement  for 
authorized  foreign  exchange  banks.  U.S.  efforts  have  resulted  in  substantial  relaxation  of 
approval  and  notification  requirements  for  cross-border  capital  transactions  over  the  years  (see 
below).  The  Financial  System  Reform  Law  of  1992  allowed  crossover  entry  of  banks  and 
securities  firms  into  each  other's  businesses  (to  a  limited  extent).  However,  the  law  preserved 
certain  core  business  areas  and  established  physical  and  operational  "firewalls"  between  parents 
and  subsidiaries.  (These  exclusions  do  not  affect  foreign  banks,  whose  operations  enjoy  "better 
than  national  treatment"  in  this  regard.) 

Besides  the  more  general  laws  listed  above,  there  are  numerous  other  laws  relating  to 
specific  financial  intermediaries.    Consumer  finance  is  regulated  by  the  Ministry  of  Finance 
under  the  Money-Lending  Business  Regulation  Law  and  the  Revised  Usury  Law,  for  instance, 
and  there  are  specific  laws  relating  to  credit  cooperatives,  agricultural  cooperatives,  etc. 

Another  law  worthy  of  mention  in  this  context  is  the  Law  Regarding  Regulation  of 
Business  Concerning  Specified  Claims,  which  gives  MOF  and  the  Ministry  of  International 
Trade  and  Industry  the  authority  to  regulate  certain  types  of  non-bank  credit. 

Regulatory  Institutions 

Formal  Regulatory  Agencies 

The  Ministry  of  Finance  and  the  Bank  of  Japan  share  responsibility  for  bank  regulation, 
supervision,  and  examination.  Under  the  Banking  Law,  MOF  licenses  bank  operations, 
including  establishment  of  branches.  MOF  also  enforces  the  other  provisions  of  the  Banking 
Law  mentioned  above,  including  reporting  and  disclosure.  MOF  is  responsible  for  the 
enforcement  of  restrictions  on  cross-border  capital  transactions  under  the  Foreign  Exchange  and 
Foreign  Trade  Control  Law  (although  approvals  and  notifications  under  the  law  are  processed 
by  the  BOJ),  and  the  enforcement  of  other  laws,  such  as  the  Securities  and  Exchange  Law, 
which  have  an  impact  on  bank  and  bank  subsidiary  business  but  are  dealt  with  elsewhere  in  this 
study.  Under  the  Deposit  Insurance  Corporation  Law,  the  Deposit  Insurance  Corporation's 
Management  Committee  decides  when  it  should  provide  deposit  insurance  funds  to  assist  a 
financial  institution  merger  or  liquidation. 

Under  the  Bank  of  Japan  Law,  the  BOJ's  Policy  Board  is  the  supreme  decision-making 
body  on  monetary  policy.  The  Policy  Board  meets  twice  a  week.  Its  members  are  the  Governor 
of  the  Bank  of  Japan,  four  voting  members  appointed  by  the  Cabinet  with  Diet  approval,  and 
one  non-voting  member  each  from  MOF  and  the  Economic  Planning  Agency.  The  Policy 
Board's  monetary  policy  decisions  affect  the  interest  rate  at  which  the  BOJ  lends  to  customer 
institutions  (the  official  discount  rate),  and  market  interest  rates,  including  the  principal  interbank 
interest  rate  the  BOJ  targets,  the  unsecured  overnight  call  rate.  The  BOJ  also  sets  reserve 
requirements  under  the  Law  on  the  Reserve  Deposit  System,  and  (as  directed  by  MOF)  sets 
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regulated  interest  rates  under  the  TIRAL.  As  mentioned  above,  the  BOJ  may,  after  consulting 
with  MOF,  take  any  and  all  actions  to  ensure  the  soundness  of  the  financial  system,  including 
actions  which  go  beyond  the  scope  of  its  normal  business  (Bank  of  Japan  Law  Article  25).  MOF 
and  the  BOJ  share  responsibility  for  bank  supervision  and  examination,  in  practice  alternating 
their  examinations  of  a  given  institution. 

While  MOF  and  the  BOJ  are  responsible  for  the  banking  system  and  the  soundness  of 
the  financial  system  as  a  whole,  there  are  other  entities,  on  the  local,  prefectural,  and  national 
levels,  involved  in  the  oversight  of  other  parts  of  Japan's  financial  system.  Responsibility  for 
supervising  and  examining  credit  cooperatives,  for  example,  was  delegated  to  prefectural 
authorities  as  a  decentralization  measure,  but  MOF  and  the  BOJ  have  recently  taken  a  more 
active  role  in  supervision,  in  the  interest  of  financial  system  soundness.  The  Ministry  of 
Agriculture,  Fishery,  and  Forestry  (MAFF)  and  the  Ministry  of  Labor  have  oversight 
responsibilities  for  the  agricultural  and  fishery  cooperative  and  the  labor  cooperative  financial 
institutions,  respectively;  based  on  this  function,  MAFF  has  reportedly  played  an  active  role  in 
discussions  with  MOF  on  ways  to  address  the  agricultural  cooperative  financial  institutions' 
exposure  to  non-performing  loans.  The  Ministry  of  Posts  and  Telecommunications  is  responsible 
for  the  postal  savings  and  insurance  system.  The  Ministry  of  Health  and  Welfare  (MHW)  is 
responsible  for  oversight  of  pension  plans;  the  Pension  Service  Welfare  Public  Corporation 
(Nempuku),  a  quasi-governmental  entity  affiliated  with  MHW,  assigns  pension  management 
mandates  to  trust  banks  and  others.  Finally,  the  Ministry  of  International  Trade  and  Industry 
(Mm)  shares  regulatory  and  supervisory  authority  with  MOF  over  three  small  business-related 
government-affiliated  financial  institutions  (including  Shoko  Chukin  Bank);  regulates  certain  non- 
bank  financial  intermediary  services  (leasing,  installment  sales,  and  shopping-related  credit  card 
services)  under  the  MITI  Establishment  Law;  and  regulates  with  MOF  the  "securitization"  of 
leasing  rights  and  credit  card  assets  under  the  Law  Regarding  Regulation  of  Business  Concerning 
Specified  Claims. 

Industry  Associations  and  Advisory  Groups 

Beyond  the  formal  regulatory  structure,   self-regulating  industry  associations  have 
occasionally  played  a  role  in  regulatory  enforcement  in  Japan.    In  the  banking  sector,  the 
Federation  of  Bankers'  Associations  has  sometimes  served  as  the  channel  through  which  MOF 
communicates  with  the  major  banks.   The  Association  of  Regional  Banks,  the  National 
Association  of  Shinkin  Banks,  and  the  Federation  of  Credit  Cooperatives,  are  primarily  industry 
self-help  organizations. 

Industry  associations  have  at  times  engaged  in  cartel-like  behavior.  As  an  example,  when 
Jonan  Shinkin  Bank,  Japan's  largest  Shinkin  bank,  in  November  1994  introduced  the  first  deposit 
account  in  Japan  linked  with  the  chance  to  win  a  cash-prize  lottery,  the  National  Association  of 
Shinkin  Banks  immediately  asked  its  members  to  refrain  voluntarily  from  offering  similar 
lottery-linked  deposit  accounts.  Soon  after,  the  Federation  of  Credit  Cooperatives  followed  suit 
with  a  similar  request  to  its  members.  In  this  case,  the  industry  association  pressure  did  not 
succeed,  and  the  Japan  Fair  Trade  Commission  began  an  investigation  of  whether  the  two 
associations'  actions  were  anticompetitive  in  nature. 
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The  regulatory  rule-making  process  in  Japan  also  goes  beyond  the  formal  framework. 
Government  advisory  bodies  are  often  responsible  for  the  initial  discussion  of  major  regulatory 
issues  which  ultimately  culminates  in  ministerial  ordinances  or  legislation.  In  the  banking 
sector,  the  Financial  System  Research  Council  (FSRC),  an  advisory  committee  to  the  Minister 
of  Finance,  was  the  starting  point  for  discussion  of  fmancial  reform  issues  which  culminated  in 
the  Financial  System  Reform  Act.  The  FSRC  is  currently  engaged  in  discussions  of  measures 
to  enhance  financial  system  soundness,  including  expanded  disclosure  requirements  for  financial 
institutions. 

Regulatory  Implementation 

A  number  of  features  have  characterized  the  traditional  regulatory  environment  in  Japan. 
As  discussed  below,  many  of  these  features  have  undergone  significant  reform  in  recent  years. 

Regulated  Interest  Rates 

Under  the  Temporary  Interest  Rate  Adjustment  Law  of  1947,  which  remains  on  the  books 
today,  all  short-term  deposit  rates  offered  by  Japanese  banks  were  determined  according  to  an 
elaborate  formula,  ultimately  linked  to  the  Bank  of  Japan's  official  discount  rate. 

Bank  of  Japan  "window  guidance"  supplemented  and  reinforced  formal  interest  rate 
controls.  "Window  guidance,"  as  originally  applied,  referred  to  the  BOJ's  instructions  to 
individual  private  banks  setting  quarterly  ceilings  on  the  growth  of  the  banks'  yen  loans  as  a 
principal  tool  of  monetary  policy  adjustment.  As  with  other  forms  of  administrative  guidance, 
compliance  was  ostensibly  voluntary,  but  since  the  banks  were  beholden  to  the  BOJ  for  loans 
at  the  discount  window,  the  BOJ  had  considerable  leverage  over  the  banks'  supply  of  credit, 
even  beyond  the  conventional  tools  of  monetary  policy.  During  most  of  the  postwar  period,  BOJ 
lending  to  private  banks  allowed  the  banks  to  "overlend"  beyond  the  amount  which  their  deposit 
bases  could  support  by  themselves;  in  doing  so,  the  banks  became  "overborrowed"  and  heavily 
dependent  on  the  BOJ's  provision  of  funds. 

Together  with  the  creation  of  specialized  institutions  to  channel  funds  toward  industrial 
development  and  other  specific  sectors,  interest-rate  controls  and  window  guidance  supported 
a  policy  of  credit  control  and  credit  allocation  that  continued  through  the  first  40  years  of  the 
postwar  period. 

After  a  15-year  program  of  deregulation  (discussed  in  more  detail  below),  all  controls 
on  bank  deposit  rates  were  abolished  as  of  October  1994.  The  BOJ  had  earlier  abolished 
window  guidance  formally  with  effect  from  the  third  quarter  of  1991. 

Foreign  Exchange  Controls 

In  the  post-war  financial  structure,  foreign  exchange  controls  closed  the  circle  of 
segmentation  by  foreclosing  access  to  financial  markets  outside  Japan.  The  Foreign  Exchange 
and  Foreign  Trade  Control  Law  of  1949  and  the  Foreign  Investment  Law  of  1950  generally 
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prohibited  foreign  transactions  (including  foreign  currency  transactions  between  residents), 
except  where  expressly  permitted.  Banks  benefitted  from  this  system  both  by  acting  as  the  sole 
providers  of  foreign  exchange,  and  by  facing  no  competition  from  outside  their  home  market. 

In  1980,  the  Japanese  Government  enacted  a  major  revision  of  the  Foreign  Exchange 
Law.  As  a  result  of  tiiis  change,  capital  flows  were  made  "free  in  principle,  restiicted  only  by 
exception. "  Further  deregulation  of  foreign  exchange  controls  continued  tiiroughout  tiie  1980s 
and  1990s,  culminating  in  die  major  relaxation  program  announced  in  the  Measures  of  February 
1995. 

Bank  Supervision  Policy 

'No  Failures' 

There  has  not  been  a  single  failure  in  the  sense  of  a  bankruptcy  followed  by  a  payoff  of 
depositors  of  any  bank,  large  or  small,  in  Japan  in  the  entire  postwar  period.  However,  tiiere 
have  been  numerous  official  interventions  to  deal  witii  problem  banks;  banks  and  other 
institutions  which  were  de  facto  insolvent  or  were  on  the  brink  of  failure  have  been  merged  with 
other  banks.  In  recent  cases  involving  Tokyo  credit  cooperatives,  successor  institutions  assumed 
the  assets  and  liabHities  of  the  de  facto  insolvent  institutions.  Many  incentives  have  been 
available  to  the  authorities  in  encouraging  mergers,  including  the  ability  to  use  deposit  insurance 
to  help  finance  a  merger.  Japan  did  not  have  a  system  of  deposit  insurance  until  1971,  and 
deposit  insurance  funds  have  thus  far  only  been  used  to  help  fund  mergers  of  failing  institiitions, 
never  yet  to  pay  off  depositors  directiy  after  allowing  a  bank  to  fail.  Deposit  insurance  has  been 
used  seven  times  to  facilitate  such  mergers,  for  a  total  of  ¥119.2  billion  ($1.4  billion)  thus  far 
(including  one  merger  scheduled  for  the  end  of  July  1995).  Local  governments,  responsible  for 
the  supervision  of  credit  cooperatives,  have  also  contributed  at  least  ¥12  billion  ($141  million) 
towards  mergers  of  credit  cooperatives. 

In  implementing  the  "no  failures"  policy,  the  banking  supervision  authorities  have  taken 
a  case-by-case  approach.  This  approach  has  relied  on  main  banks  and  other  banks  wiUi 
connections  to  financially  troubled  institutions  to  assume  responsibility  for  resolving  problems  - 
-  in  some  case  by  injecting  funds,  in  some  cases  by  providing  officers  to  run  the  institution,  and 
in  some  cases  by  mergers. 

'Convoy  System ' 

In  addition  to  no  bank  having  failed  in  the  postwar  period,  no  major  bank  even  posted 
a  loss  for  any  business  year  until  Japanese  fiscal  year  1994  (ended  March  31,  1995).  Until  quite 
recentiy,  banks'  business  results,  and  their  dividends  based  on  tiiose  business  results,  moved  in 
lockstep,  as  did  their  interest  rates.  This  "safety  in  numbers"  approach,  which  protected  weaker 
banks  by  making  it  hard  to  differentiate  tiieir  results  from  the  results  of  stronger  banks,  is  called 
the  "convoy  system"  in  Japan.  Banks  were  able  to  report  essentially  similar  results  over  the 
years  because  of  limited  financial  disclosure  requirements  and  unique  and  flexible  accounting 
standards.    This  aspect  of  the  "convoy  system"  distorted  economic  incentives  by  making  it 
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difficult  to  distinguish  between  the  performances  of  individual  banks  and  by  forcing  banks  to 
take  economically  irrational  steps  (selling  off  their  higher  quality  stock  and  land  assets  to  realize 
capital  gains)  to  avoid  showing  a  loss  at  the  end  of  a  business  year. 

Operations  and  Practices 

The  Main  Bank  System 

One  of  the  peculiarities  of  the  Japanese  banking  business  is  the  "main  bank"  relationship, 
which  is  often  but  not  necessarily  rooted  in  a  keiretsu  relationship  (see  Chapter  EI).  There  is 
no  formal  or  legal  defmition  of  a  "main  bank";  instead,  this  term  refers  to  the  relationship 
between  a  bank  (usually  a  larger  city  bank,  but  also  including  long-term  credit  banks,  such  as 
the  Industrial  Bank  of  Japan)  and  a  corporate  client,  defined  by: 

•  a  long-term  lending  relationship,  with  the  main  bank  usually  but  not  always  acting 
as  the  client's  largest  lender; 

•  reciprocal  holdings  of  bank's  and  client's  shares; 

•  provision  to  the  client  of  management  services,  possibly  including  the  dispatch  of 
directors; 

•  facilitation  of  corporate  bond  issuance,  including  acting  as  "commissioned  bank" 
(see  Securities  section  below),  and  more  recently,  bond  underwriting  through  the 
bank's  onshore  and  offshore  securities  subsidiaries;  and 

•  provision  of  other  financial  services,  including  operation  of  payment  settlement 
accounts;  foreign  exchange  dealings;  and  investment  banking  and  advisory 
services. 

The  main  bank  relationship  is  also  generally  defined  in  terms  of  the  main  bank's 
responsibility  to  the  client,  to  other  banks  which  have  lent  to  the  client,  and  to  the  fmancial 
system.  This  responsibility  becomes  particularly  evident  when  the  client  is  experiencing 
financial  distress.  Part  of  the  main  bank's  function  is  to  monitor  the  client's  business 
performance,  and  bank  staff  may  be  dispatched  to  the  client  even  in  normal  times.  If  the  client 
faces  serious  financial  problems,  it  is  viewed  as  the  main  bank's  responsibility  ~  to  other 
lenders,  to  the  client's  employees,  to  the  regulatory  authorities,  ultimately  to  the  financial  system 
—  to  take  steps  to  resolve  the  situation  with  minimum  disruption  to  the  interest  of  the  other 
stakeholders.  The  cost  to  a  bank's  reputation  can  be  high  if  it  puts  its  own  interests  first,  by 
either  winding  down  its  own  loans  before  other  lenders  become  aware  of  the  client's  problems, 
or  by  cutting  off  the  client  and  bringing  the  case  to  liquidation  proceedings.  Instead,  the  main 
bank  may  choose  to  lead  a  restructuring  program. 

Regulatory  policies  of  forbearance,  segmentation  and  restricted  entry  (e.g.,  a  licensing 
requirement  to  obtain  "major"  bank  status  allowing  nationwide  branching)  provided  a  supportive 
environment  for  the  main  bank  system  throughout  most  of  the  postwar  period.  Interest  rate 
regulation,  which  kept  nominal  lending  rates  low,  did  not  adversely  affect  main  banks  either, 
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as  they  required  clients  to  maintain  "compensating  balances"  on  deposit  in  return  for  a  favorable 
lending  stance  ~  in  effect  raising  the  actual  lending  interest  rate.  As  long  as  the  banking 
business  was  segmented  and  the  issuance  of  corporate  bonds  was  limited  to  a  few  select  firms 
(mostly  public  utilities),  there  were  few  alternatives  to  the  main  bank  relationship,  and  the  banks 
in  question  were  able  to  capture  the  resulting  economic  "rents."  In  return  for  this  favorable 
regulatory  environment,  main  banks  were  expected  to  assume  the  primary  role  in  heading  off 
or  smoothly  resolving  financial  difficulties  of  client  firms. 

Equity  (or  equity-linked  securities)  issuance  and  internal  financing  have  assumed  more 
important  roles  in  corporate  finance  in  Japan  in  the  last  ten  years,  and  interest  rate  deregulation 
and  cross-sectoral  entry  have  changed  the  landscape  in  which  banks  operate.  However,  the  main 
bank  system  continues  to  be  an  important  feature  of  the  Japanese  financial  system. 

Collateral-Based  Lending 

Japanese  banks  and  other  lenders  have  traditionally  extended  loans  against  collateral, 
usually  in  the  form  of  land  or  securities.  Loans  by  the  major  Japanese  banks  have  been 
generally  collateralized  at  around  70  percent  of  the  assessed  value  of  the  borrower's  real 
property  (mostly  land)  in  recent  years. 

The  tendency  to  lend  only  against  collateral  has  meant  that  Japanese  banks  have  been  less 
willing  to  lend  against  cash-flow  ~  a  factor  which  is  thought  to  discourage  start-up  companies 
such  as  software  companies,  which  have  not  accumulated  much  collateral.  In  addition,  because 
of  the  emphasis  on  lending  against  collateral,  and  the  emphasis  on  business  relationships  in 
banking,  local  bank  analysts  report  that  Japanese  banks  have  until  recently  had  little  experience 
with  objective  credit  evaluation  as  a  basis  for  lending  decisions.  It  is  only  in  the  last  two  to 
three  years  that  "asset-liability  management"  or  "ALM"  has  become  a  buzzword  in  Japan,  with 
major  Japanese  banks  setting  up  ALM  sections  one  after  the  other.  Besides  this  indication  of 
increased  awareness  of  asset  and  liability  management,  banks  are  said  to  be  scrutinizing  credit 
risk  more  carefully  as  well,  following  the  collapse  of  the  "bubble. " 

In  its  June  27,  1995  package  of  "Measures  for  Implementing  and  Supplementing  the 
Emergency  Measures  for  Yen  Appreciation  and  the  Economy,"  the  Japanese  Government 
recognized  the  problems  inherent  in  the  traditional  focus  on  collateral  in  lending  decisions: 

"Financial  institutions  are  requested  to  improve  further  their  credit-providing  stance  by 
decreasing  the  emphasis  on  collateral  and  by  increasing  the  emphasis  on  the  future 
prospects  of  the  borrowing  companies;  this  will  not  only  help  to  achieve  a  smooth 
provision  of  funds  to  existing  companies  but  also  help  create  more  new  businesses." 

Role  of  Public  and  Cooperative  Institutions 

Public  sector  financial  institutions  and  the  cooperative-based  financial  intermediaries  have 
been  important  parts  of  Japan's  postwar  financial  system,  complementing  and  occasionally 
competing  with  the  banks.    During  the  period  of  rapid  growth,  1955-1973,  public  institutions 
are  said  to  have  accounted  for  almost  20  percent  of  total  financial  intermediation,  rising  to  30 
percent  in  the  mid-1980s.  During  the  period  of  slow  growth  since  1991,  public  lenders'  share 
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of  total  lending  has  grown  as  loan  growth  by  private  lenders  has  stagnated.  The  use  of  public 
lending  in  countercyclical  demand  management  in  this  period  is  evidenced  by  the  inclusion  of 
¥13.7  trillion  ($161  billion)  in  funds  for  public  lending  programs  in  the  four  economic  stimulus 
packages  totaling  ¥45.4  trillion  ($534  billion),  since  August  1992. 

Growth  in  public  housing  loans  at  below-market  rates  has  outpaced  growth  in  private 
housing  loans  since  1991,  providing  support  which  helped  (along  with  lower  nominal  interest 
rates)  maintain  growth  in  residential  investment  in  1993  and  1994  while  other  components  of 
economic  growth  were  stagnant  or  falling.  As  of  the  end  of  1994,  outstanding  housing  loans 
by  the  public  Housing  Loan  Corporation  (HLC)  accounted  for  41  percent  of  housing  loans  by 
all  lenders.  Whether  or  not  this  public  intermediation  represents  "crowding  out"  of  private 
sector  intermediaries,  the  HLC  ultimately  relies  on  postal  savings,  postal  life  insurance,  and 
public  pension  funds,  recycled  through  MOF's  Trust  Fund  Bureau  through  the  Fiscal  Investment 
and  Loan  Program  (FILP),  for  its  funding.  In  other  words,  public  financial  intermediaries 
compete  with  private  intermediaries  in  Japan  on  both  the  lending  and  deposit-taking  side. 

Recent  Reforms 

Financial  System  Reform  Act 

In  April  1993,  the  Financial  System  Reform  Act  (FSRA)  entered  into  effect,  ten  months 
after  Diet  passage  and  eight  years  after  initial  discussions  began  between  the  Ministry  of  Finance 
and  the  financial  services  industry.  The  legislation  provided  for  crossover  entry  into  certain 
portions  of  the  banking  and  securities  businesses  for  the  first  time  in  postwar  Japan, 

However,  in  the  course  of  eight  years'  debate,  the  scope  of  the  financial  liberalization 
that  initially  had  been  under  discussion  was  considerably  reduced.  The  legislation  as  passed  no 
longer  included  a  comprehensive  definition  of  permissible  securities  under  the  Securities  and 
Exchange  Law.  For  technical  reasons,  crossover  entry  between  the  insurance  business  and  other 
financial  services  sectors  was  not  included  at  the  time  (but  has  since  been  made  possible  by  a 
recent  revision  of  the  Insurance  Law).  The  crossover  entry  permitted  between  the  banking  and 
securities  businesses  in  the  end  excluded  certain  "core"  areas  of  the  respective  businesses.  In 
addition,  the  Ministry  of  Finance  continued  to  control  the  process  of  crossover  entry,  and 
granted  approvals  on  a  staggered  basis,  for  instance  allowing  certain  banks  to  establish  securities 
company  subsidiaries  one  full  year  before  other  banks  were  allowed  to  do  so.  Finally,  the  Act's 
implementing  regulations  erected  high  "firewalls"  between  parents  and  subsidiaries,  arguably 
increasing  the  cost  of  establishing  a  subsidiary  to  a  degree  that  makes  it  possible  only  for  larger 
banks  and  securities  companies  to  do  so. 

As  a  result  of  these  limitations,  financial  reform  under  the  FSRA  constituted  a 
continuation  of  the  process  of  controlled  change  rather  than  a  radical  break  from  the  postwar 
regulatory  approach. 

Under  the  FSRA,  Japanese  banks'  newly-established  securities  subsidiaries  are  permitted 
to  underwrite  and  broker  fixed-income  securities,  but  not  to  underwrite  or  broker  equities. 
Exceptions  were  made  for  some  equity-related  instruments  (convertible  bonds  and  equity  warrant 
bonds);  for  foreign  banks'  securities  subsidiaries,  which  were  "grandfathered"  in;  and  Japanese 
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banks'  securities  subsidiaries  created  by  a  Japanese  bank's  bail-out  merger  with  or  acquisition 
of  an  existing  Japanese  securities  company.  Daiwa  Bank's  acquisition  of  Cosmo  Securities  is 
the  only  example  so  far  of  the  latter  exception,  but  MOF  held  out  the  prospect  of  similar  access 
to  the  entire  range  of  securities  business  through  bail-out  mergers,  as  a  "carrot"  for  banks,  in 
armouncing  implementation  of  the  FSRA. 

Securities  companies'  and  non- trust  banks'  trust  bank  subsidiaries,  on  the  other  hand,  are 
permitted  to  engage  in  discretionary  management  of  corporate  funds  and  custodianship  for 
securities  investment  trusts  (mutual  funds)  under  the  FSRA;  however,  they  are  excluded  from 
non-discretionary  management  of  corporate  funds  ( "tokkin ")  and  of  public  and  corporate  pension 
and  postal  savings  and  insurance  funds  Cshiteitan').  An  exception  was  made  for  the  bail-out 
acquisition  of  or  merger  with  an  existing  trust  bank,  as  when  Nippon  Trust  Bank  was  permitted 
to  continue  a  full  range  of  trust  banking  business  following  its  acquisition  by  Mitsubishi  Bank. 

The  firewalls  created  by  the  implementing  regulations  of  the  FSRA  (and  in  part  included 
in  the  1991  revision  of  the  Securities  Exchange  Law)  require  physical  and  operational  separation 
between  parents  and  subsidiaries.  Subsidiaries  must  be  separately  capitalized.  Sharing  of  board 
members  or  auditors  is  not  permitted.  Sharing  of  employees,  computer  systems,  office  space, 
and  non-publicly  available  information  is  restricted.  No  "tie-in"  sales  are  permitted  whereby 
parent  banks  provide  incentives  to  use  their  securities  subsidiaries.  No  parent  bank  may  sell 
securities  underwritten  by  its  own  subsidiary.  A  securities  subsidiary  may  not  underwrite  its 
parent's  issue.  Trading  on  favorable  terms  (e.g.,  a  securities  subsidiary  selling  bonds  at  a 
reduced  price  to  its  parent)  is  not  permitted.  In  addition,  a  securities  subsidiary  of  a  lead 
commissioned  bank  for  a  corporate  issue  is  prohibited  from  lead-managing  the  issue,  unless  the 
issuer  has  net  assets  of  ¥500  billion  ($5.9  billion)  or  more. 

Crossover  entry  was  initially  staggered  to  give  a  head  start  to  weaker  financial  institutions 
and  to  control  the  numbers  of  entrants  and  the  degree  of  competition.  Two  long-term  credit 
banks,  the  Central  Bank  for  Agriculture  and  Forestry  (Norinchukin),  and  two  trust  banks  were 
allowed  to  establish  securities  subsidiaries  in  July  1993,  one  year  before  city  banks. 

At  present,  there  are  16  banks  with  securities  subsidiaries;  three  non-trust  banks  and  four 
securities  companies  with  trust  bank  subsidiaries;  and  seven  banks  and  one  life  insurance 
company  with  investment  trust  management  subsidiaries.  Banks'  securities  subsidiaries  have 
been  successful  in  underwriting  straight,  convertible  and  samurai  bond  issues. 

Interest  Rate  Deregulation 

Dismantling  Japan's  postwar  interest  rate  control  structure  occurred  over  15  years.  The 
process  began  in  1979  with  the  introduction  of  certificates  of  deposit  (CDs)  and  ended  in 
October  1994  with  the  liberalization  of  interest  rates  on  non-time  deposits.  Significant  steps 
along  the  way  included  the  beginning  of  the  phased  deregulation  of  large  time  deposits,  in  1985; 
removal  of  the  ceiling  on  CD  issuance  in  1987;  and  the  establishment  in  1991  of  a  three-year 
timetable  to  gradually  widen  the  range  of  market-determined  deposit  and  similar  (e.g.,  money 
market  certificate)  rates,  beginning  with  time  deposits.   As  a  measure  of  progress,  84  percent 
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of  deposits  were  held  at  controlled  interest  rates  in  1985,  compared  with  only  5  percent  at 
present.  (The  only  remaining  "regulated"  interest  rates  are  "current"  deposits  equivalent  to 
checking  account  balances,  which  continue  to  bear  no  interest). 

Even  following  interest  rate  liberalization,  an  important  non-market  feature  continues  to 
characterize  Japanese  interest  rates:  a  differential  in  favor  of  postal  savings  deposits.  The 
Ministry  of  Finance  and  the  Ministry  of  Posts  and  Telecommunications  agreed  in  April  1994  on 
rules  to  govern  the  setting  of  non-time  deposit  interest  rates  on  postal  savings  accounts.  The 
rules  preserved  a  positive  one  percentage-point  gap  between  postal  savings  "ordinary"  non-time 
deposit  interest  and  private  banks'  interest  rate  on  similar  deposit  accounts,  thus  maintaining  an 
advantage  for  postal  savings  in  attracting  this  type  of  deposit. 

Private  banks  have  criticized  the  advantage  accorded  to  postal  savings,  arguing  that  the 
postal  savings  system  has  a  nationwide  branch  network  provided  by  the  Government,  no  reserve 
requirement  and  no  deposit  insurance  requirement,  and  pays  no  taxes.  On  the  other  hand,  many 
commentators  have  observed  that  there  is  nothing  preventing  private  banks  from  raising  their 
ordinary  non-time  deposit  interest  rates  (although  it  seems  likely  that  postal  savings  would  also 
raise  its  ordinary  non-time  deposit  interest  rate  to  preserve  the  differential). 

Instead,  interest  rates  have  moved  in  lockstep  on  similar  types  of  deposits  among  similar 
types  of  private  financial  institutions,  even  following  interest  rate  deregulation.  For  instance, 
the  rate  on  a  one-year  deposit  of  ¥100,0(X)  ($1,200)  is  currently  set  by  virtually  all  city  banks 
at  the  same  0.5  percent. 

Changes  in  Bank  Supervisory  Policy 

Cross-sectoral  entry  and  interest  rate  deregulation,  described  above,  modified  the 
segmentation  and  credit  control  aspects  of  the  postwar  financial  regulatory  framework. 
Liberalization  of  cross-border  capital  transactions  also  affected  the  regulatory  structure  for  the 
banking  sector;  this  liberalization  is  described  below,  in  the  section  on  U.S. -Japan  negotiations. 
In  addition,  some  analysts  have  speculated  that  the  traditional  "no  failures"  and  "convoy" 
approaches  may  be  modified,  in  order  to  cope  with  the  problems  created  by  the  bursting  of  the 
late  1980s  "bubble." 

"No  Failures"  Reconsidered 

As  of  June  1995,  there  has  still  not  been  a  single  bank  failure  in  postwar  Japan;  however, 
both  the  Bank  of  Japan  and  the  Ministry  of  Finance  have  suggested  in  both  words  and  deeds 
over  the  past  year  that  revisions  to  the  traditional  "no  failure"  policy  may  be  imminent. 

On  June  8,  1995,  the  Ministry  of  Finance  announced  a  set  of  measures  to  address  the 
non-performing  loan  problems  of  banks  and  other  financial  institutions.  The  package,  entided 
"Reorganizing  the  Japanese  Financial  System,"  committed  MOF  to  drawing  up  policy  guidelines 
on  possible  methods  to  dispose  of  failing  or  failed  financial  institutions: 
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"The  Ministry  shall  prepare  a  framework  in  which  the  principle  of  self- 
responsibility  can  be  fiilly  applied  to  Japanese  depositors  as  soon  as  possible, 
within  five  years  at  the  latest." 

This  provision  has  been  widely  interpreted  as  establishing  a  five-year  grace  period  during 
which  no  pay-offs  of  depositors  will  take  place  ~  in  effect  continuing  the  "no  failures"  policy, 
from  the  depositor's  perspective.  In  the  interim,  to  lay  the  groundwork  for  possible  future 
failures  and  pay-offs,  MOF  has  committed  to  enhance  financial  institutions'  disclosure  of  their 
non-performing  loans,  strengthen  the  deposit  insurance  system,  and  strengthen  financial 
institution  examination  and  supervision,  particularly  for  credit  cooperatives. 

There  is  still  a  strong  reliance  on  main  banks  and  banks  with  other  connections  to 
troubled  institutions  to  take  the  initiative  in  aiding  those  institutions.  The  June  8  package  of 
banking  measures  emphasized  banks'  own  responsibility  for  dealing  with  the  non-performing 
asset  problem  as  a  precondition  to  the  use  of  public  funds.  Part  of  the  debate  over  the  use  of 
deposit  insurance  and  Bank  of  Japan  funds  in  a  plan  to  secure  the  depositors  of  two  failed  Tokyo 
credit  cooperatives  revolved  around  the  role  of  the  cooperatives'  main  bank.  Intense  Diet  and 
media  attention  focused  on,  among  other  questions,  why  the  main  bank  had  not  led  a  rescue  of 
the  two  institutions,  and  whether  the  bank  had  been  aware  of  problems  at  the  two  early  on  since 
it  had  cut  off  lending  to  a  real  estate  developer  associated  with  one  of  them  in  the  summer  of 
1993  ~  over  a  year  before  the  two  credit  cooperatives'  problems  became  public. 

Two  other  recent  examples  show  the  current  strains  on  the  merger-based  approach  to 
financial  system  problems  and  the  beginning  of  a  possible  new  approach  based  on  allowing  some 
failures.  In  early  1994,  MOF  sought  to  bring  about  a  merger  of  three  banks  in  northeastern 
Japan  in  order  to  rescue  one  of  the  three.  The  employees'  union  and  the  major  corporate 
customers  of  the  soundest  of  the  three  banks  objected  to  the  merger,  which  in  the  end  did  not 
go  through.  In  the  second  example,  in  the  spring  of  1995,  three  regional  banks  in  the  Kansai 
region  of  Japan  (the  region  surrounding  the  city  of  Osaka)  initiated  proceedings  to  liquidate  11 
non-bank  affiliates. 

Discussion  of  fiirther  steps  to  address  the  banks'  non-performing  asset  problems  is 
ongoing,  but  the  division  of  labor  between  taxpayer  funds  and  lenders'  own  responsibility  is 
certain  to  remain  a  subject  of  debate. 

Public  Funds  Used  to  Secure  Depositors  in  Two  Failed  Tokvo  Credit  Cooperatives 

On  December  9,  1994,  the  Bank  of  Japan  announced  a  plan  to  secure  the  depositors  in 
two  Tokyo  credit  cooperatives  (Tokyo  Kyowa  and  Anzen)  which  had  de  facto  failed.  The  plan 
was  to  use  a  combination  of  public  and  private  funds  to  establish  Tokyo  Kyodo  Bank,  an 
ordinary  bank  which  would  assume  the  assets  and  liabilities  of  the  two  failed  cooperatives.  In 
addition,  a  bad  asset  pxirchase  mechanism  would  be  created  to  dispose  of  the  estimated  ¥110 
billion  ($129  billion)  in  uncollectible  loans  of  the  two  cooperatives.  The  package  was  agreed 
on  among  the  BOJ,  MOF,  the  Tokyo  metropolitan  government,  the  National  Federation  of 
Credit  Cooperatives,  the  Tokyo  Association  of  Credit  Cooperatives,  the  Long-Term  Credit  Bank, 
and  other  private  financial  institutions,  all  of  which  were  supposed  to  contribute  to  the  scheme. 
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The  plan  almost  immediately  ran  into  criticism  because  of  the  planned  use  of  public  funds 
to  secure  depositors  who  had  been  receiving  above-market  interest  rates  on  deposit  balances  well 
above  the  deposit  insurance  ceiling;  the  refusal  of  the  two  institutions'  "main  bank"  to  take  full 
responsibility  for  the  cleanup;  the  practice  of  the  two  cooperatives'  presidents  of  lending  to  their 
own  real  estate  and  golf  course  development  companies  (which  later  resulted  in  both  being 
arrested  on  charges  of  breach  of  trust);  and  the  two  presidents'  connections  to  prominent 
bureaucrats  and  politicians  (which  resulted  in  Diet  hearings  and  disciplinary  measures  against 
several  Ministry  of  Finance  staff). 

The  Finance  Ministry  and  the  Bank  of  Japan's  response  to  this  criticism  was  that  dieir 
other  options  had  been  foreclosed:  the  institutions'  problems  were  too  severe  for  a  restructuring 
program  to  succeed;  no  merger  partner  could  be  found;  and  it  was  not  feasible  in  this  case  to 
close  down  the  two  institutions  and  pay  off  depositors  because  the  groundwork  had  not  been  laid 
for  a  pay-off,  and  it  might  have  caused  a  run  on  banks.  Further,  MOF  and  the  BOJ  argued  that 
this  was  not  a  bail-out:  even  if  the  two  institutions  had  engaged  in  questionable  lending  practices, 
their  presidents  had  been  removed,  and  the  scheme  to  secure  the  depositors  was  necessary  to 
preserve  fmancial  system  soundness. 

In  March  1995,  the  Tokyo  Metropolitan  Assembly  voted  to  freeze  the  city's  ¥30  billion 
($353  million)  planned  contribution  to  the  vehicle  to  dispose  of  the  two  failed  cooperatives'  non- 
performing  loans. 

Convoy  System  "Under  Review" 

In  June  1994,  a  subcommittee  of  the  Financial  System  Research  Council  issued  a  report 
entitled  "On  Financial  Deregulation  and  Ensuring  the  Sound  Management  of  Financial 
Institutions."  The  subcommittee's  chairman  said  the  report  represented  a  "180  degree  turn" 
from  previous  financial  institution  regulatory  practice.  The  report  suggested  that  the  "convoy 
system,"  in  helping  hide  individual  fmancial  institutions'  problems,  created  a  "moral  hazard"  and 
impeded  development  of  sound  banking  practices  and  adequate  risk  management.  The  report 
urged  enhanced  disclosure  and  better  internal  controls,  including  greater  use  of  credit  ratings  and 
independent  auditing,  with  the  authorities  playing  only  a  "supplementary  role"  in  helping  banks 
improve  their  internal  rules  and  risk-management  systems.  The  subcommittee  also  urged 
removal  of  government  regulations  restricting  competition,  including  financial  market 
segmentation  and  restrictions  on  permissible  products. 

In  attempting  to  address  the  non-performing  loan  problem  faced  by  financial  institutions, 
the  banking  authorities  have  recently  shown  signs  of  moving  toward  a  regulatory  approach  based 
somewhat  more  on  market  discipline  than  has  been  the  case  in  the  past.  Two  additional 
indications  of  a  modified  regulatory  approach  are  the  requirement  for  increased  fmancial 
disclosure  and  the  fact  that  banks  are  now  allowed  to  report  losses. 

Disclosure 

Prior  to  1993,  Japanese  banks,  including  the  largest  banks,  were  not  required  to  disclose 
any  of  their  non-performing  loans.  Following  a  recommendation  made  in  December  1992  by 
a  subcommittee  of  the  FSRC,  the  21  major  banks,  the  Norinchukin  Bank,  the  Shoko  Chukin 
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Bank,  and  the  Zenshinren  Bank  began  to  disclose  their  bad  loans  (loans  to  borrowers  that  had 
since  gone  bankrupt)  and  delinquent  loans  (loans  on  which  interest  payments  were  in  arrears  for 
six  months  or  more)  as  of  the  end  of  March  1993,  for  the  FY  1992  business  year.  At  the  same 
time,  regional  banks  (first-  and  second-tier)  began  to  disclose  their  loans  to  bankrupt  borrowers 
only. 

This  limited  disclosure  of  non-performing  loans  left  significant  gaps  in  coverage. 
Regional  banks'  delinquent  loans  were  excluded,  all  banks'  restructured  loans  (loans  on  which 
interest  payments  have  been  reduced  or  forgone  as  part  of  a  restructuring  program)  were  also 
excluded,  and  many  financial  institutions  (shinkin  banks  and  credit  cooperatives)  were  not 
required  to  disclose  at  all.  As  a  result  of  these  gaps  in  coverage,  there  was  a  great  deal  of 
uncertainty  regarding  the  true  level  of  non-performing  assets  in  the  banking  system.  The  official 
estimate  at  the  time  of  around  ¥13  trillion  ($152.9  billion)  for  the  major  21  banks  was  commonly 
thought  to  understate  the  size  of  the  problem.  These  suspicions  were  confirmed  when  one 
Japanese  city  bank  listed  on  the  New  York  Stock  Exchange  in  the  spring  of  1994,  and  declared 
twice  the  level  of  non-performing  assets  imder  U.S.  disclosure  requirements  as  it  had  done  in 
Japan. 

In  the  spring  of  1995,  the  disclosure  subcommittee  of  the  FSRC  proposed  expanding  the 
disclosure  requirements  for  Japanese  financial  institutions.  The  Japanese  Government,  in  its 
April  14,  1995,  "Emergency  Measures  for  Yen  Appreciation  and  the  Economy,"  and  again  in 
the  June  8,  1995,  package  of  banking  measures,  endorsed  the  need  for  enhanced  disclosure  as 
part  of  its  commitment  to  achieve  "disposal  of  non-performing  assets,  including  interest-reduced 
or  exempted  assets,  over  a  time  span  of  about  five  years. " 

The  June  8  package  requires,  effective  as  of  the  end  of  the  FY  1995  business  year 
(March  31,  1996),  the  following  enhanced  disclosure: 

•  The  major  banks  (city,  trust,  and  long-term  credit  banks),  the  Norinchukin  Bank, 

the  Shoko  Chukin  Bank,  and  the  Zenshinren  Bank  will  be  required  to  add 
restructured  loans  to  their  current  disclosure  of  bad  and  delinquent  loans. 


• 


Certain  large  regional  banks  (tiers  one  and  two)  will  be  required  to  add  delinquent 
loans  to  their  current  disclosure  of  bad  loans. 

•  Certain  cooperative-type  financial  institutions  wiU  be  required  to  do  some,  as  yet 

unspecified,  disclosure  of  their  asset  quality. 

On  June  6,  1995,  the  Director-General  of  the  MOF  Banking  Bureau  testified  before  the 
Diet  Lower  House  Budget  Committee  that  the  total  amount  of  non-performing  loans  in  all  of 
Japan's  financial  institutions  (including  all  banks  and  cooperative-based  institutions,  but 
excluding  insurers  and  non-bank  lenders)  was  ¥40  trillion  ($475  billion).'   The  figure,  which 
was  much  higher  than  any  ever  previously  cited  publicly  by  official  sources,  was  repeated  in  the 


'  He  later  said  publicly  that  one-quarter  to  one-third  of  these  loans  were  likely  to  be 
uncoUectible. 

25 


STRUCTURE,  REGULATION,  OPERATIONS  AND  PRACTICES  OF  THE  JAPANESE  FINANCIAL  SYSTEM 

June  8  package  of  banking  measures.  According  to  newspaper  accounts,  MOF  arrived  at  the 
figure  by  adding  estimated  restructured  loans  to  the  ¥12.5  trillion  ($147  billion)  in  disclosed  bad 
and  delinquent  loans  of  the  major  21  banks  as  of  March  31,  1995,  then  extrapolating  from  this 
figure  to  estimate  regional  banks'  and  other  smaller  institutions'  non-performing  loans. 

Even  the  most  recent  figure  cited  by  MOF,  and  the  proposed  expanded  disclosure 
requirements,  leave  some  gaps  in  coverage.   The  disclosure  subcommittee  of  the  FSRC 
acknowledged  that  "it  is  difficult  to  defme  clearly  what  constitutes  a  restructured  loan. "  In  order 
to  estimate  such  loans,  the  subcommittee  proposed  a  least-common-denominator  approach: 

"At  least,  banks  should  disclose  those  loans  whose  terms  they  have  restructured 
to  have  interest  rates  equal  to  or  below  the  level  of  the  [official]  discount  rate  on 
the  day  of  restructuring... because  those  loans  are  likely  to  have  a  negative  impact 
on  bank  earnings." 

First  Losses  By  Major  Banks 

Sumitomo  Bank  announced  in  January  1995  that  it  would  report  a  loss  in  FY  1994  in 
order  to  write  off  more  than  ¥800  billion  ($9.4  billion)  worth  of  non-performing  loans.  (Because 
write-offs  are  subtracted  from  operating  profits  to  yield  recurring  or  pre-tax  profits,  taking  a 
larger  write-off  means  reducing  recurring  profits  or  even  taking  a  loss.)  A  subsequent  fall  in 
stock  prices  expanded  Sumitomo  Bank's  loss  above  its  original  projection;  Hokkaido  Takushoku 
Bank  (another  city  bank)  and  Nippon  Trust  Bank  also  reported  recurring  losses,  and  three 
second- tier  regional  banks  also  reported  recurring  losses  for  the  FY  1994  business  year. 

The  reporting  of  differentiated  results  among  the  major  banks  signals  a  break  with  one 
of  the  past  practices  of  the  "convoy  system."  International  credit  rating  agencies  have  also 
exposed  the  major  Japanese  banks  to  market  discipline,  by  providing  objective  ratings  which 
have  resulted  in  higher  borrowing  costs  for  the  weaker  banks. 

SECURITIES  MARKETS 

Structure 

Japan's  securities  markets  are  second  in  size  and  importance  only  to  those  of  the  United 
States.  In  terms  of  structure,  Japan's  markets  offer  most  of  the  securities  activities  available  in 
other  major  financial  centers,  although,  as  discussed  later  in  this  chapter,   the  range  of 
permissible  products  and  services  has  traditionally  been  limited  by  regulation  and  administrative 
practice. 

Securities  Markets 

Equity  Markets 

There  are  eight  licensed  securities  exchanges  in  Japan,  the  largest  of  which  are  located 
in  Tokyo,  Osaka,  and  Nagoya.  There  is  also  a  small  "over  the  counter"  (OTC)  equity  market, 
which  in  1994  accounted  for  less  than  5  percent  of  the  total  value  of  stock  trading  in  Japan.  The 
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Tokyo  Stock  Exchange  (TSE)  is  by  far  the  most  important  securities  exchange  in  Japan.  In 
1994,  the  TSE  accounted  for  nearly  three  quarters  of  the  value  of  all  stock  trading  in  Japan,  and 
firms  listed  on  the  TSE  represent  more  than  90  percent  of  the  total  market  capitalization  of 
publicly  traded  Japanese  companies.  The  Osaka  Stock  Exchange  remains  important  primarily 
as  a  center  for  derivatives  trading. 

In  1989,  at  the  peak  of  the  "bubble  economy,"  the  market  capitalization  of  Japanese 
publicly  traded  stocks  briefly  surpassed  that  of  U.S.  stocks,  and  the  value  of  trading  on  the  TSE 
exceeded  that  on  the  New  York  Stock  Exchange.  Both  the  size  of  the  market  and  equity  trading 
activity  have  fallen  sharply  in  recent  years,  in  line  with  the  sharp  decline  in  stock  prices.  After 
peaking  at  nearly  39,000  at  the  end  of  1989,  the  benchmark  Nikkei  225  stock  average  fell  to  less 
than  24,000  at  the  end  of  1990,  and  to  less  than  15,000  as  of  mid-June  1995.  The  total  market 
capitalization  of  the  firms  traded  on  the  TSE  fell  to  ¥306  trillion  ($3.6  trillion)  at  the  end  of 
April  1995,  50  percent  below  its  peak  (in  yen  terms)  at  the  end  of  1989.  Daily  average  trading 
volume  fell  from  1,020  million  shares  in  1989  to  328  million  shares  in  1994.  New  equity 
financing  (including  convertible  and  warrant  bonds)  feU  to  ¥3.7  trillion  ($44  billion),  only  14 
percent  of  the  new  issue  activity  in  1989. 

Debt  Markets 

Government  securities  dominate  the  medium-  and  long-term  debt  securities  market.  Total 
domestic  bonds  outstanding  at  the  end  of  1994  amounted  to  ¥340  trillion  ($4  trillion),  of  which 
70  percent  were  Japanese  municipal  and  central  government  bonds.  Bank  debentures  accounted 
for  23  percent  of  the  total,  while  Japanese  corporate  bonds  accounted  for  the  remaining  7 
percent.  Outstanding  yen  bonds  issued  in  Japan  by  foreign  entities  ("samurai"  bonds)  totaled 
¥8.1  trillion  ($95  billion)  at  the  end  of  1994. 

The  corporate  bond  market  has  grown  fairly  rapidly  in  recent  years,  but  from  a  very  low 
base.  Until  the  1990s,  corporate  bond  issuance  in  Japan  had  been  stagnant  for  more  than  15 
years.  Issues  of  corporate  straight  bonds  (as  opposed  to  convertible  or  warrant  bonds)  rose 
firom  only  ¥1.0  trillion  ($12  billion)  in  FY  1974  to  ¥1,1  trillion  ($13  billion)  in  FY  1989,  and 
declined  from  0.8  percent  of  GDP  to  0.3  percent  over  the  period.  Corporate  bond  issuance  rose 
to  ¥3.4  trillion  ($40  billion)  in  1994,  but  this  still  represents  only  0.7  percent  of  GDP,  compared 
to  about  16  percent  of  GDP  in  the  United  States.  It  also  paled  by  comparison  with  Japanese 
government  bond  (JGB)  issuance  in  1994,  which  totaled  ¥55.9  trillion  ($658  biUion),  or  12 
percent  of  GDP, 

In  contrast  to  straight  bonds,  convertible  and  equity  warrant  bond  issuance  increased 
rapidly  during  the  1980s.  New  equity-linked  bond  issuance  rose  from  ¥354  billion  ($4.2 
billion),  or  0.2  percent  of  GDP,  in  1979,  to  ¥8.6  trillion  ($101  biUion),  or  2.2  percent  of  GDP, 
in  1989.  Equity-linked  bonds  have  generally  faced  fewer  obstacles  than  straight  bonds.  One 
reason  may  be  that  commissioned  banks  see  these  equity-linked  bonds  as  less  direct  competitors 
to  their  lending  business  than  straight  bonds,  viewing  them  more  as  equity  instruments  than  as 
debt  instruments.  Also,  the  Finance  Ministry's  informal  minimum  qualification  requirements 
have  been  less  stringent,  and  there  have  been  fewer  restrictions  on  maturity  and  interest  rate 
structures.  Furthermore,  the  booming  stock  market  of  the  late  1980s  allowed  corporations  to 
offer  convertible  bonds  with  extremely  low  coupons,  further  increasing  their  attractiveness  as 
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a  financing  instrument.  New  convertible  and  equity  warrant  bond  issues  dropped  sharply  to  ¥1.3 
trillion  ($15.3  billion)  in  1990,  after  limits  on  equity  financing  were  imposed  in  the  wake  of  the 
sharp  decline  in  Japanese  stock  prices  that  year. 

Japanese  corporations  also  issued  ¥1.1  trillion  ($13  billion)  worth  of  bonds  overseas  in 
the  Euro-yen  market  during  1994. 

Short-Term  Money  Markets 

Japan's  money  markets  are  divided  into  two  broad  categories.    Only  banks  and  other 
financial  institutions  are  allowed  to  participate  in  the  inter-bank  markets,  either  as  borrowers  or 
as  lenders.  Any  corporation  may  participate  in  the  so-called  "open"  market  as  a  lender,  although 
not  necessarily  as  a  borrower,  as  some  of  the  instruments  traded  in  these  markets  are  issued  only 
by  banks  or  by  the  Japanese  Government. 

The  interbank  market  consists  of  the  call-money  market  and  the  bill  discount  market. 
The  call-money  market,  the  equivalent  of  the  federal  funds  market  in  the  United  States,  is 
Japan's  largest  money  market.  With  ¥42.8  trillion  ($504  billion)  outstanding  at  the  end  of  1994, 
the  market  accounted  for  more  than  40  percent  of  Japan's  total  ¥104  trillion  ($1.2  trillion) 
money  market.  The  call  market  grew  nearly  80  percent  between  1990  and  1994  in  response  to 
a  series  of  market  reform  measures.  These  include  the  liberalization  of  limits  on  maturities  for 
unsecured  call-money  transactions  and  the  move  to  a  bid/offer  system  to  replace  the  money 
broker  system  used  previously.  The  bill  discount  market  shrank  by  more  than  50  percent  over 
the  period,  as  banks  increased  their  reliance  on  the  call-money  market. 

The  "open"  money  markets  consist  of  negotiable  bank  certificates  of  deposit  (CDs), 
repurchase  (gensaki)  agreements,  Japanese  government  Treasury  bills  (T-bills)  and  financing  bills 
(F-biUs),  and  commercial  paper  (CP).  The  largest  of  these  is  the  CD  market,  which  totaled 
¥18.5  trillion  ($218  billion)  at  the  end  of  1994,  followed  by  the  gensaki  market  at  ¥11.7  trillion 
($138  billion).  T-biUs,  first  issued  in  February  1986,  totaled  ¥11.3  triUion  ($133  billion). 
F-bills,  which  may  be  issued  to  cover  temporary  cash  shortfalls  reflecting  differences  in  timing 
between  expenditures  and  receipts,  amounted  to  ¥1.5  trillion  ($17.6  billion).  The  Japanese 
government  first  permitted  firms  to  issue  CP  in  November  1987.  There  has  been  some 
liberalization  of  the  limitations  on  firms  allowed  to  issue  CP,  but  some  restrictions  still  remain 
in  place  on  which  firms  are  allowed  to  issue  CP  and  on  the  uses  of  the  funds  raised.  Direct 
issuance  of  CP  is  prohibited,  and  the  fees  charged  by  banks  and  securities  firms  to  arrange  CP 
issues  raise  the  cost  to  borrowers.  These  various  restrictions  have  limited  the  growth  of  the  CP 
market,  which  totaled  ¥9.9  trillion  ($116  billion)  at  the  end  of  1994. 

Participation  in  the  Euro-yen  deposit  market  is  restricted  to  authorized  foreign  exchange 
banks.  Prior  approval  from  MOF  is  required  for  Japanese  corporations  and  individuals  seeking 
to  hold  overseas  yen  accounts,  a  requirement  that  has  served  in  effect  as  a  blanket  prohibition. 
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Derivatives  Markets 

Most  derivatives  trading  in  Japan  is  focused  on  Japanese  government  bond  (JGB)  futures 
and  options,  which  were  first  introduced  in  1985  and  trade  on  the  Tokyo  Stock  Exchange.  The 
most  actively  traded  derivatives  instrument  in  Japan  is  the  10-year  JGB  futures  contract  ~  with 
trading  amounting  to  ¥1,300  trillion  ($15.3  trillion)  in  1994  --  followed  by  the  20-year  JGB 
futures  contract,  at  ¥319  billion  ($3.8  billion).  Trading  in  options  on  JGB  futures  came  to  ¥169 
trillion  ($2  trillion)  in  1994.  The  Ministry  of  Finance  estimates  trading  of  OTC  bond  options 
at  ¥175  trillion  ($2.1  trillion)  in  1993  (the  most  recent  data  available). 

While  large  in  absolute  terms,  bond  futures  trading  is  substantially  smaller  in  Japan  than 
in  the  United  States.  The  1994  figures  given  above  are  also  substantially  below  their  peaks  in 
the  late  1980s.  Trading  in  10-year  JGB  futures,  for  example,  peaked  at  ¥1,870  trillion  ($22 
trillion)  in  1989,  44  percent  larger  than  the  figure  in  1994. 

Trading  in  banking-related  derivatives  ~  such  as  Euro-yen  interest  rate  futures  and 
options,  and  yen-dollar  exchange  rate  futures  —  takes  place  on  the  Tokyo  International  Financial 
Futures  Exchange  (TIFFE).  Trading  in  Euro-yen  futures  has  quadrupled  since  TIFFE  was 
established  in  1989. 

Trading  in  equity  derivatives  is  limited  by  law  to  exchange-traded  futures  and  options  on 
stock  indexes  or  other  baskets  of  stocks.  Options  and  futures  on  individual  stocks  are  not 
permitted.  Trading  in  Nikkei  225  futures,  listed  on  the  Osaka  Stock  Exchange,  fell  to  ¥124 
trillion  ($1.5  trillion)  in  1994,  down  nearly  80  percent  from  its  peak  in  1991.  The  decline  in 
trading  reflects  both  lower  trading  volume  in  the  cash  market  and  restrictions  imposed  by  the 
Finance  Ministry  and  the  stock  exchanges  in  an  effort  to  reduce  volatility  in  the  cash  market. 

Securities  Finns 

As  of  June  1995,  there  were  230  securities  companies  in  Japan,  including  52  foreign 
securities  firms  with  branches  in  Japan.  U.S.  securities  firms  accounted  for  18  of  the  52  foreign 
firms.  The  number  of  securities  company  employees  fell  from  a  peak  of  158,600  at  the  end  of 
1990  to  127,500  at  the  end  of  1994.  This  primarily  reflects  declining  employment  at  Japanese 
firms.  The  number  of  employees  of  foreign  securities  firms  was  virtually  unchanged  over  the 
period  at  about  6,500.  The  20  percent  decline  in  employees  and  other  cost-cutting  measures 
implemented  over  the  four-year  period  were  not  sufficient,  however,  to  offset  a  60  percent  drop 
in  total  revenues  following  the  sharp  decline  in  stock  prices.  Net  income  of  the  Japanese 
securities  industry  went  from  profits  of  ¥2.2  trillion  ($25.9  billion)  in  FY  1990  to  a  loss  of  ¥400 
billion  ($4.7  billion)  in  FY  1994  (preliminary  data). 

The  Japanese  securities  industry  is  dominated  by  the  so-called  "Big  Four"  firms: 
Nomura,  Nikko,  Yamaichi,  and  Daiwa.  In  1994,  the  Big  Four  accounted  for  nearly  40  percent 
of  the  industry's  127,500  employees,  and  18  percent  of  the  2,900  securities  offices  in  Japan. 
They  also  account  for  more  than  40  percent  of  all  brokerage  commissions,  nearly  two-thirds  of 
the  industry's  underwriting  revenues,  and  more  than  half  of  the  total  revenues  of  Japanese 
securities  firms. 
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Regulatory  Framework 

Legal  Framework 

The  primary  law  governing  the  securities  industiy  in  Japan  is  the  Securities  and  Exchange 
Law  (SEL).    The  SEL  restricts  the  securities  business  to  licensed  securities  companies,  and 
participation  in  each  of  the  major  securities  activities  ~  dealing,  brokering,  and  underwriting  ~ 
requires  explicit  approval  from  MOF.    As  of  June  1995,  of  the  230  Japanese  securities  firms, 
139  were  licensed  to  do  the  full  range  of  securities  business,  as  were  44  of  the  52  foreign  firms. 

UntiJl  recentiy,  commercial  banks  were  strictiy  prohibited  from  entering  the  securities 
business.  The  SEI.  was  revised  in  1992  (effective  in  1993)  to  allow  banks  to  establish  securities 
subsidiaries.  These  subsidiary  firms  are  not  allowed  to  engage  in  the  full  range  of  securities 
operations,  particularly  in  areas  such  as  equity  trading  and  underwriting.  The  Finance  Ministry 
allowed  five  Japanese  banks  to  establish  securities  subsidiaries  in  1993,  eight  in  1994,  and  three 
in  the  first  half  of  1995,  and  also  allowed  one  bank  to  acquire  an  ailing  securities  firm  in  1993. 

The  SEL  also  enumerates  the  classes  of  instruments  that  qualify  as  "securities."  This 
relatively  restricted  list  of  permissible  instruments  has,  as  discussed  below,  limited  the  ability 
of  securities  firms  to  market  innovative  products  tailored  to  the  needs  of  specific  clients. 

The  Foreign  Exchange  and  Foreign  Trade  Control  Law  (FX  Law)  requires  either  prior 
notice  to,  or  prior  approval  from,  MOF  for  a  wide  range  of  cross-border  securities  transactions. 
Revisions  to  the  FX  Law  dating  to  1980  made  all  cross-border  capital  transactions  "free  in 
principle  and  restricted  only  by  exception. "  As  discussed  below,  recently  announced  changes 
under  the  Measures  produced  a  significant  relaxation  of  prior  notice  and  prior  approval 
requirements  and  other  remaining  restrictions  under  the  FX  Law. 

Japan's  Commercial  Code  covers  a  number  of  issues  that  affect  the  securities  industry. 
It  recognizes  only  a  limited  range  of  corporate  debentures  and  other  debt  instruments.  The  Code 
also  sets  forth  the  terms  under  which  companies  are  permitted  to  issue  bonds,  equity,  and 
preferred  stock.  It  also  imposes  broad  disclosure  requirements  on  all  pubhcly  listed  corporations 

Regulatory  Institmom 

The  Ministry  of  Finance  has  primary  responsibility  for  regulating  the  securities  industry. 
MOF  has  exclusive  authority  to  license  securities  firms  and  exercises  broad  discretion  in  the 
implementation  of  the  regulatory  and  legal  framework. 

The  Securities  and  Exchange  Surveillance  Commission  (SESC)  investigates  securities  law 
violations.  The  SESC  was  established  in  1992  after  a  series  of  financial  scandals  (discussed  in 
Chapter  IV)  raised  concerns  about  MOF's  dual  roles  as  industry  advocate  and  industry  regulator. 
The  SESC  has  limited  powers  compared  with  the  U.S.  Securities  and  Exchange  Commission. 
Its  authority  is  limited  to  the  investigation  of  suspected  violations  of  Japan's  securities  laws;  if 
it  determines  that  a  violation  has  occurred,  the  case  is  then  turned  over  to  the  Justice  Ministry 
for  prosecution. 
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Self-regulatory  organizations  include  the  securities  exchanges  and  the  Japan  Securities 
Dealers  Association  (JSDA).  The  exchanges  and  the  JSDA  carry  out  a  wide  range  of  regulatory 
functions  under  MOF's  supervision. 

Regulatory  Implementation 

As  noted  earlier  this  chapter,  MOF  has  traditionally  exercised  broad  authority  in 
implementing  the  legal  and  regulatory  framework  governing  Japan's  financial  sector,  including 
securities  markets.  In  addition  to  its  formal  authority,  MOF  has  established  a  range  of  informal 
rules  to  regulate  the  securities  business.  These  informal  rules  have  included  restrictions  on 
eligible  corporate  bond  issuers  and  on  interest  rates  and  maturity  structures  of  domestic  corporate 
bond  issues;  application  of  these  restrictions  to  Japanese  issuers  in  the  Euro-yen  bond  market; 
and  restrictions  on  the  sale  of  stock  index-linked  bond  issues  to  Japanese  investors. 

Operations  and  Practices 

A  number  of  unique  features  distinguish  Japanese  securities  markets  on  an  operational 
level.   These  include: 

Cross-Shareholding 

One  of  the  often-noted  characteristics  of  the  Japanese  equity  markets  is  the  prevalence 
of  cross-shareholding  among  Japanese  corporations.  An  estimated  two-thirds  of  all  outstanding 
shares  on  Japanese  exchanges  are  held  by  other  corporations.  The  bulk  of  this  cross- 
shareholding  is  designed  to  secure  business  relationships,  such  as  between  buyers  and  suppliers, 
or  between  banks  and  their  clients.  One  private  estimate  puts  the  shares  held  in  this  form  of 
cross-shareholding  at  about  50  percent  of  total  shares  outstanding.  Another  15  percent 
represents  portfolio  investment  by  corporate  treasurers,  not  necessarily  related  to  an  underlying 
business  relationship.  The  implications  of  cross-shareholding  for  Japan's  system  of  corporate 
governance  are  discussed  in  Chapter  m. 

High  Equity  Valuations 

Even  after  the  steep  equity  price  declines  of  recent  years,  the  value  of  Japanese  shares, 
as  measured  by  price-earnings  (P-E)  ratios,  is  extremely  high  by  international  standards.  At  the 
end  of  March  1995,  the  average  P-E  ratio  of  all  firms  listed  on  the  first  section  of  the  TSE  was 
64.9. 

Although  P-E  ratios  in  Japan  have  historically  been  higher  than  in  the  United  States,  the 
very  large  differentials  currentiy  observed  are  a  fairly  recent  phenomenon.  From  1975  to  1985, 
the  P-E  ratio  on  Japanese  stocks  fluctuated  between  20  and  46  (on  a  year-end  basis),  and 
averaged  out  to  30  for  the  period.  The  tripling  in  the  Nikkei  225  stock  average,  from  ¥4,359 
at  the  end  of  1975  to  ¥13,113  at  the  end  of  1985,  primarily  reflected  grovilh  in  corporate 
earnings,  as  the  P-E  ratio  rose  only  modestiy,  from  27  to  35.  The  near  tripling  in  the  Nikkei 
225  to  ¥38,916  at  tiie  end  of  1989,  by  contrast,  was  accompanied  by  a  doubling  of  the  P-E  ratio 
over  the  period. 
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The  collapse  in  stock  prices  following  the  collapse  of  the  bubble  brought  the  average  P-E 
ratio  down  to  38  by  the  end  of  1991,  close  to  its  historical  norm.   However,  the  sharp  drop 
in  corporate  earnings  during  the  1992-93  recession,  in  combination  with  relatively  stable  stock 
prices,  have  brought  P-E  ratios  back  to  near  their  end- 1989  peak. 

A  number  of  analysts  have  concluded  that  Japan's  P-E  ratios  do  not  provide  an  entirely 
accurate  basis  for  cross-country  comparisons  of  equity  valuations.   These  analysts  found,  for 
example,  that  adjusting  for  different  tax  and  accounting  treatment  of  corporate  cash  flow  between 
Japan  and  the  United  States  reduced  the  average  P-E  ratio  in  Japan  in  1988  from  4-5  times  the 
U.S.  level  to  roughly  twice  the  U.S.  level.'* 

Japanese  stock  valuations  are  currently  not  as  extreme  when  measured  on  a  price  to  book- 
value  basis,  although  they  show  the  same  pattern  of  rapid  rise  during  the  late  1980s.  Between 
1975  and  1985,  prices  of  the  Nikkei  225  stock  average  ranged  from  just  above  2  times  the 
companies'  underlying  book  value  to  just  under  3  times,  on  an  end-year  basis.  The  price  to 
book-value  ratio  then  rose  to  5.88  at  the  end  of  1988,  before  slipping  slightly  to  5.67  at  the 
stock  market  peak  at  the  end  of  1989.  The  ratio  then  fell  to  just  above  2  by  the  end  of  1992. 
The  price  to  book-value  ratio  of  the  Nikkei  225  was  at  2.12  as  of  the  end  of  April  1995. 

Price  to  book-value  ratios,  like  P-E  ratios,  are  not  a  perfect  guide  to  analyzing  stock 
market  valuations  in  Japan.  A  large  portion  of  Japanese  corporations'  net  worth,  or  book  value, 
consists  of  land  and  share-holdings.  As  discussed  earlier,  these  are  carried  on  the  corporations' 
books  at  original  acquisition  cost  rather  than  current  market  value.  The  corporations'  net  worth 
on  a  book-value  basis  therefore  may  be  either  understated  or  overstated  at  any  given  time, 
depending  on  the  relationship  between  the  original  acquisition  cost  and  the  current  market  value 
of  those  assets. 

Reliance  on  Brokerage  Commissions 

Japanese  securities  firms  have  traditionally  relied  heavily  on  brokerage  commissions  as 
a  major  source  of  revenues.  In  1989,  commissions  accounted  for  nearly  55  percent  of  overall 
industry  revenues.  The  sharp  decline  in  trading  activity  since  1989,  together  with  a  reduction 
in  regulated  brokerage  fees,  reduced  securities  firms'  brokerage  commission  revenues  by  more 
than  64  percent  between  1989  and  1993.  Underwriting  fees  fell  sharply  as  well,  also  by  64 
percent,  as  new  equity  and  equity-linked  bond  issues  declined  in  line  with  the  stock  market, 
bringing  a  60  percent  reduction  in  the  firms'  overall  revenues. 

The  Big  Four  were  somewhat  less  reliant  on  brokerage  commissions  than  were  the 
smaller  firms,  with  commissions  accounting  for  about  45  percent  of  the  four  firms'  revenues  in 
1989.  However,  the  drop-off  in  underwriting  revenues  meant  that  the  Big  Four  firms'  revenues 
fell  almost  as  sharply  as  that  of  the  average  firm,  dropping  57  percent  between  1989  and  1993. 


"  Paul  Aron,  "Japanese  P-E  Multiples:  The  Shaping  of  a  Tradition,"  Daiwa  Securities,  1988; 
Kenneth  R.  French  and  James  M.  Poterba,  "Are  Japanese  Stock  Prices  too  High?,"  NBER 
working  paper  no.  3290,  March  1990;  Ellen  E.  Meade,  "Price-Earnings  Ratios  in  Japan  and  the 
United  States,"  internal  Federal  Reserve  Board  Paper,  October,  1992. 
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Underdevelopment  of  the  Corporate  Bond  Market 

The  historically  limited  size  of  Japan's  corporate  bond  market  can  be  traced  to  a  number 
of  regulatory  factors  and  market  practices  that  have  had  the  effect  of  favoring  bank  borrowing 
over  bond  issuance  and  preserved  the  bond  market  for  government  issues.  A  number  of 
regulatory  reforms  in  recent  years  (discussed  below)  have  removed  some  of  these  obstacles, 
permitting  fairly  rapid  growth  of  the  market  in  the  past  few  years. 

An  important  obstacle  to  the  growth  of  the  corporate  bond  market  was  the  role  of 
"commissioned  banks. "  Before  its  recent  revision,  the  language  in  the  Commercial  Code  that 
defined  the  role  of  commissioned  banks  had  been  relatively  broad  and  ambiguous.  The  language 
was  interpreted,  however,  to  provide  banks  with  broad  authority  to  intervene  in  any  aspect  of 
a  corporate  bond  issue  for  which  they  were  the  commissioned  agent.  The  banks  had  no 
incentive  to  facilitate  bond  issues,  which  competed  directly  with  their  corporate  lending,  and 
from  which  they  were  prohibited  by  law  from  acting  as  underwriters.  They  therefore  reportedly 
used  their  broad  authority  to  intervene  in  the  underwriting  process  to  limit  the  relative 
attractiveness  of  bond  issues  compared  to  bank  lending.  The  banks  faced  little  competitive 
pressure  to  provide  efficient  and  low-cost  service,  moreover.  Until  recently,  the  authorities 
tolerated  a  cartel-like  arrangement  in  which  only  major  Japanese  banks  acted  as  commissioned 
agents.  The  resulting  high  fees  charged  by  commissioned  banks  acted  as  a  further  disincentive 
to  bond  issuance. 

A  notable  feature  of  the  commissioned  bank  business  is  the  domination  of  Industrial  Bank 
of  Japan  (IBJ),  which  served  as  lead  commissioned  bank  for  40  percent  of  the  corporate  bond 
issues  outstanding  in  1994. 

A  number  of  other  legal  and  regulatory  factors  also  inhibited  the  growth  of  the  corporate 
bond  market.  Until  the  recent  revisions,  the  Commercial  Code  restricted  the  amount  of  bonds 
individual  corporations  were  allowed  to  issue  to  an  amount  not  to  exceed  the  firm's  net  worth. 
This  played  some  role  in  limiting  the  growth  of  the  market,  although  probably  only  at  the 
margins,  as  there  were  relatively  few  firms  which  approached  these  limits.  Informal  restrictions 
imposed  by  MOF  on  maturity,  interest  rate,  and  product  design  structures  limited  firms' 
flexibility  in  structuring  bond  issues,  which  helped  reduce  the  attractiveness  of  bond  financing 
relative  to  bank  borrowing.  (Corporate  bonds  with  a  5-year  maturity,  which  would  compete 
with  bank  debentures  issued  by  IBJ  and  other  long-term  credit  banks,  were  not  permitted,  for 
example.)  Administrative  guidelines  on  minimum  rating  requirements  and  financial  criteria  have 
also  limited  the  number  of  firms  eligible  to  issue  corporate  bonds. 

Another  obstacle  to  growth  of  the  corporate  bond  market  is  the  lack  of  active  secondary 
trading.  In  1992,  for  example,  JGBs  accounted  for  95  percent  of  all  bond  secondary  market 
trading,  and  bank  debentures  for  2.5  percent.  The  remaining  2.5  percent  was  split  among  local 
government  bonds,  samurai  bonds,  government-guaranteed  bonds,  convertible  bonds,  equity 
warrant  bonds,  and,  finally,  corporate  straight  bonds.  In  part,  this  lack  of  turnover  is  a  legacy 
of  the  legal  and  regulatory  barriers  to  bond  issuance.  It  is  also  a  product  of  Japan's  antiquated 
corporate  bond  settlement  and  delivery  system,  in  which  trades  can  take  up  to  one  month.  This 
barrier  to  trading  reduces  the  advantage  of  greater  liquidity  that  bonds  ordinarily  enjoy  over  bank 
loans,  and  therefore  raises  the  cost  of  borrowing. 
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Obstacles  to  Innovation 


The  range  of  permissible  securities  products  in  Japan  has  traditionally  been  limited  by 
law  and  regulatory  application.  The  Japanese  securities  market  has  consequentiy  been 
characterized  by  a  high  degree  of  standardization,  with  limited  scope  for  financial  innovation. 

The  principal  obstacle  to  financial  innovation  has  been  the  relatively  narrow  interpretation 
by  MOF  of  what  constitutes  a  "security"  under  Article  2  of  the  SEL.  This  has  tended  to  limit 
the  scope  for  introduction  of  innovative  financial  products.  The  law  stipulates  that  additional 
instruments  may  be  designated  as  Article  2  securities  by  Cabinet  order.  Only  one  instrument  - 
-  foreign  certificates  of  deposit  -  has  been  designated  a  "security"  through  this  mechanism  since 
the  SEL  was  drafted  in  the  late  1940s,  although  MOF  has  "reinterpreted"  Article  2  on  several 
occasions  to  recognize  other  instruments  as  "securities." 

Other  legal  and  regulatory  restrictions  on  the  range  of  permissible  securities  include:  the 
Commercial  Code,  which  limits  corporate  bond  issuance  to  straight  bonds,  convertible  bonds, 
and  warrant  bonds;  Article  201  of  the  SEL,  an  anti-gambling  provision,  which  has  been 
interpreted  to  prohibit  such  instruments  as  cash-settied  OTC  equity  options;  and  other  regulatory 
restrictions,  such  as  informal  restrictions  on  interest  rate  and  maturity  structures.  The  prior 
notification  and  prior  approval  requirements  under  the  FX  Law  have  also  been  used  to 
discourage  Japanese  corporations  from  issuing  instruments  abroad  in  the  Euro-yen  market  that 
are  not  permitted  in  Japan. 

Recent  Reforms 

Easing  of  Restrictions  on  Corporate  Bond  Issuance 

The  Japanese  Government  has  taken  a  number  of  steps  in  recent  years  to  liberalize  some 
of  the  restrictions  on  corporate  bond  issuance.  Since  the  late  1980s,  MOF  has  gradually  eased 
a  number  of  the  informal,  unwritten  restrictions  on  corporate  straight-bond  issuance. 
Specifically,  MOF  has  lowered  the  minimum  rating  and  minimum  financial  criteria  for  corporate 
bond  issuers  and  eased  restrictions  on  interest  rate,  maturity,  and  product  design  structures. 

This  gradual  easing  of  the  informal  restrictions  on  bond  issuance  was  complemented  by 
two  major  legal  reforms  that  took  effect  in  1993  -  revisions  of  the  Commercial  Code  and 
implementation  of  the  Financial  System  Reform  I-aw.  These  reforms  have  limited  banks'  ability 
to  intervene  in  corporate  bond  issuance  and  reduced  their  incentive  to  limit  the  growth  of  the 
market.  The  revised  Commercial  Code  now  de  facto  limits  the  role  of  commissioned  banks  to 
the  period  after  the  bonds  are  issued,  reducing  their  ability  to  intervene  in  the  underwriting 
process.  The  revised  Code  also  eliminates  quantitative  restrictions  on  individual  corporations' 
bond  issuance.  The  revisions  also  allow  institutions  other  than  banks,  such  as  securities  firms 
or  the  issuers  themselves  to  perform  some  of  the  functions  traditionally  performed  by  the 
commissioned  banks.  This  increases  the  competitive  pressure  on  the  big  banks  to  lower  their 
fees  and  improve  their  service.  The  Financial  System  Reform  Law  allows  banks  to  enter  the 
corporate  bond  underwriting  business  through  their  securities  subsidiaries.  This  has  given  them 
an  incentive  to  promote,  rather  than  restrict,  the  growth  of  the  market. 
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The  government  also  took  a  number  of  steps  to  further  liberalize  the  corporate  bond 
market  under  the  Measures.  MOF  agreed  to  remove  its  informal  restrictions  on  maturity 
structures  and  to  "steadily  promote  the  diversification"  of  interest  rate  and  product-design 
structures  of  corporate  bonds.  MOF  also  agreed  to  relax  its  informal  minimum  rating  and 
financial  criteria  requirements  under  the  Measures,  effective  January  1,  1996. 

Expanding  Scope  for  Innovation 

The  Finance  Ministry  has  gradually  expanded  the  range  of  instruments  permitted  in  Japan 
in  recent  years,  in  addition  to  liberalizing  restrictions  on  corporate  bond  interest  rate  and 
maturity  structures  noted  above.  In  the  late  1980s,  the  Government  first  permitted  firms  to  issue 
commercial  paper  and  also  encouraged  the  development  of  a  number  of  fmancial  futures  and 
options  contracts.  In  the  1990s,  MOF  expanded  its  interpretation  of  what  constitutes  a  security 
slightly  to  include  commercial  paper,  foreign  certificates  of  deposit,  and  a  few  asset-backed 
products.  MOF  also  has  allowed  firms  to  issue  a  number  of  other  financial  instruments  in  Japan 
or  abroad  in  recent  years.  These  include:  limited  forms  of  floating-rate  notes;  currency  option 
products;  certain  other  asset-backed  securities  not  specifically  designated  as  Article  2 
"securities;"  zero-coupon  convertible  bonds  (but  not  straight  bonds);  dual  currency  bonds;  step- 
up/step-down  bonds;  subordinated-term  and  perpetual  bonds;  commodity  funds;  and  preferred 
stocks. 

Substantial  further  liberalization  of  permitted  instruments  was  agreed  to  under  the 
Measures,  MOF  agreed  to  defme  a  fairly  wide  range  of  new  instruments  as  Article  2 
"securities,"  and  confumed  that  some  instruments  already  informally  permitted  in  Japan  met  the 
Article  2  definition  of  "security."  MOF  also  clarified  and  formalized  the  process  by  which  it 
would  interpret  instruments  as  Article  2  securities,  and  committed  to  "accommodate  the 
development  of  new  securities  products."  These  steps  have  helped  to  expand  the  scope  for 
innovation  in  the  Japanese  securities  market. 

Liberalization  of  Cross-Border  Capital  Transactions 

The  Finance  Ministry  has  steadily  liberalized  its  informal  restrictions  on  domestic  firms' 
issuance  of  non-yen  securities  abroad  since  the  1980s,  as  well  as  on  non-residents'  issuance  of 
yen-denominated  securities  abroad.  MOF  also  eased  a  number  of  informal  restrictions  on 
equity-linked  bonds  abroad  during  the  1980s  and  early  1990s.  The  informal  restrictions  on 
corporate  straight  bond  issuance  in  the  Euro-yen  market  were  relaxed  in  line  with  the  easing  of 
restrictions  on  domestic  bond  issuance. 

As  noted  in  the  next  section,  significant  further  liberalization  was  agreed  to  under  the 
Measures.  Perhaps  most  important,  the  Japanese  government  made  some  important  revisions 
to  its  prior  notification  and  prior  approval  requirements  under  the  Foreign  Exchange  and  Foreign 
Trade  Control  Law,  notably,  the  introduction  of  a  new  comprehensive  prior  approval/notification 
system  for  Euro-yen  issues.  This  system  -  roughly  equivalent  to  a  "shelf  registration"  system 
for  securities  issues  ~  allows  multiple  Euro-yen  issues  over  a  one-year  period  under  one 
notification  or  approval  form. 
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U.S.-JAPAN  NEGOTIATIONS  ON  FINANCIAL  SERVICES 

For  over  a  decade,  the  U.S.  Government  has  encouraged  financial  market  liberalization 
in  Japan  through  a  series  of  bilateral  negotiations.  Throughout  these  talks,  U.S.  objectives  have 
remained  largely  unchanged.  A  primary  objective  has  been  to  increase  access  by  and  expand 
business  opportunities  for  competitive  foreign  providers  of  financial  services,  including  U.S. 
firms,  in  the  Japanese  market.  In  addition,  Uie  U.S.  has  sought  market  liberalization,  enhanced 
regulatory  transparency,  and  elimination  of  competition-limiting  practices  in  order  to  improve 
the  smooth  functioning  of  Japanese  domestic  capital  markets  for  the  sake  of  all  market 
participants,  including  foreign  firms.  Finally,  the  U.S.  has  sought  reforms  that  would  increase 
the  integration  and  compatibility  of  the  Japanese  financial  markets  with  other  global  financial 
markets,  in  the  interest  of  promoting  the  free  international  movement  of  capital  and  enhancing 
the  global  provision  of  liquidity. 

The  Yen-Dollar  Committee 

In  November  1983,  the  U.S.  Treasury  Secretary  and  the  Japanese  Finance  Minister 
agreed  to  establish  a  Joint  Ad  Hoc  Group  on  Yen/Dollar  Exchange  Rate  Issues.  The  broad  goals 
of  these  talks  were  to  promote  the  internationalization  of  the  yen  and  ensure  that  the  yen-dollar 
exchange  rate  more  fully  reflected  economic  fundamentals.  To  achieve  these  objectives,  the 
Yen/DoUar  group  examined  measures  to  create  deeper,  more  liquid  money  markets  in  Japan; 
improve  the  access  of  foreign  fmancial  institutions  to  the  Japanese  financial  system;  and  develop 
the  market  for  Euroyen  instruments  so  as  to  make  yen-denominated  products  more  widely 
available  to  non- Japanese  borrowers  and  investors. 

The  group  met  six  times  between  February  and  May  1984,  and  issued  its  final  report  on 
May  29,  1984.   In  the  report,  Japan  agreed  to  take  steps  in  a  number  of  areas  to: 

•  "Liberalize  spontaneously  and  positively  in  a  step-by-step  manner  domestic  capital 
markets,  which  will  result  in  a  greater  variety  of  attractive  yen-denominated 
financial  instruments  with  market-related  interest  rates  and  a  more  efficient 
allocation  of  capital; " 

•  "Ensure  that  foreign  fmancial  institutions  are  accorded  national  treatment 
and  the  opportunity  to  participate  fuUy  in  Japan's  domestic  financial 
system,  including  in  new  and  wider  varieties  of  business  areas;"  and 

•  "Provide  for  the  development  of  Euroyen  bond  and  banking  markets 
which  would  make  yen-denominated  instruments  more  widely  available  to 
non- Japanese  borrowers  and  investors. " 

Among  other  things,  the  Yen-Dollar  report  gave  strong  impetus  to  the  process  of  interest- 
rate  deregulation  in  Japan,  prompted  substantial  growth  of  the  Euroyen  markets,  and  allowed 
foreign  trust  banks  to  enter  the  asset  management  business  in  Japan  for  the  first  time. 
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In  the  years  that  followed  the  Yen-Dollar  accord,  the  Treasury  Department  and  the 
Japanese  Finance  Ministry  continued  to  discuss  financial  market  opening  and  liberalization. 
These  discussions  produced  a  number  of  significant  actions  by  the  Japanese  Government  to 
liberalize  its  financial  markets  during  the  late  1980s  and  early  1990s. 

The  U.S. -Japan  Framework 

At  the  Tokyo  Economic  Summit  in  1993,  President  Clinton  and  then  Japanese  Prime 
Minister  Miyazawa  agreed  to  a  new  set  of  bilateral  discussions,  the  "U.S. -Japan  Framework  for 
a  New  Economic  Partnership. "   The  objective  of  these  discussions  is: 

"...to  deal  with  structural  and  sectoral  issues  in  order  substantially  to  increase  access  and 
sales  of  competitive  foreign  goods  and  services  through  market-opening  and 
macroeconomic  measures;  to  increase  investment;  to  promote  international 
competitiveness;  and  to  enhance  bilateral  economic  cooperation  between  the  United  States 
and  Japan. " 

Japan  also  agreed  to  actively  pursue  the  medium-term  objectives  of  promoting  strong  and 
sustainable  domestic  demand-led  growth  and  increasing  the  market  access  of  competitive  foreign 
goods  and  services,  including  from  the  United  States. 

The  "structural  and  sectoral  issues"  were  divided  into  five  "baskets":     government 
procurement;  regulatory  reform  and  competitiveness,  including  financial  services  market  access 
issues;  "other  major  sectors,"  including  autos  and  auto  parts;  economic  harmonization,  including 
investment  and  buyer-supplier  relations;  and  implementation  of  existing  agreements  and 
measures,  including  the  Structural  Impediments  Initiative. 

After  18  months  of  negotiations  in  the  financial  services  working  group,  the  Secretary 
of  the  Treasury  and  Japan's  Ambassador  to  the  United  States  signed  the  "Measures  by  the 
Government  of  Japan  and  the  Government  of  the  United  States  on  Financial  Services"  on 
February  13,  1995.  The  Measures  include  market  access  and  liberalization  actions  in  the  areas 
of  asset  management,  securities,  and  cross-border  capital  transactions.  They  also  include 
provisions  concerning  regulatory  transparency  and  procedural  protection  to  address  the  concerns 
mentioned  earlier  in  this  chapter.  A  brief  outline  of  the  Measures'  main  provisions  regarding 
access  to  the  Japanese  financial  markets  follows: 

Asset  Management 

•  Complete,  unrestricted  access  for  Japanese  and  foreign  investment  advisory 
companies  (lACs)  to  the  $200  billion  public  pension  fund  market. 

•  Substantial  expansion  in  access  for  lACs  to  the  private  pension  market,  making 
an  additional  $130  billion  in  assets  immediately  available  to  management  by 
foreign  and  domestic  lACs,  and  a  commitment  to  further  future  deregulation. 
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Elimination  of  balanced  fund  requirements  on  the  bulk  of  pension  assets  open  to 
lACs,  enabling  foreign  and  domestic  lACs  and  trust  banks  to  sell  specialized  fund 
management  services. 

Commitment  to  move  toward  market-value  accounting  for  pension  liability 
calculations  and  disclosure  of  fund  manager  performance  on  a  market- value  basis. 

Deregulation  of  the  investment  trust  (mutual  fund)  business  to  reduce  entry  and 
operating  costs,  permit  greater  flexibility  in  investment  instruments,  require 
increased  disclosure  of  performance  data,  and  relax  restrictions  on  sales  of 
foreign  mutual  funds  into  Japan. 


Liberalization  of  restrictions  on  the  introduction  of  new  financial  instruments,  and 
commitment  to  future  liberalization  to  allow  introduction  of  products  developed 
in  other  major  financial  centers. 

Commitment  to  introduce  a  domestic  asset-backed  securities  market  to  Japan  and 
to  eliminate  restrictions  on  the  offshore  securitization  of  Japanese  assets. 

Transparency  and  procedural  protections  analogous  to  the  U.S.  Securities  and 
Exchange  Commission's  "no  action"  procedure  for  new  financial  instruments. 


Cross-Border  Capital  Transactions 

•  Elimination  of  restrictions  on  securities  offerings  by  residents  and  non-residents 
and  elimination  of  the  seasoning  period  on  non-resident  Euro-yen  issues. 

•  Unlimited  access  by  resident  corporate  investors  to  virtually  all  financial 
instruments  available  outside  Japan. 

•  Elimination  of  restrictions  on  specific  cross-border  transactions,  such  as  offshore 
issuance  of  derivatives  based  on  Japanese  stock  indices. 

•  Expanded  scope  for  foreign  securities  companies  to  engage  directly  in  foreign- 
exchange-related  business. 

Transparency  and  Procedural  Protections 

•  Comprehensive  obligations,  building  on  the  recently  enacted  Administrative 
Procedures  I^w,  to  provide  transparency  in  financial  regulations  and  protection 
from  administrative  abuse. 

The  Measures  also  establish  a  follow-up  mechanism  providing  for  regular  consultations 
between  the  Treasury  Department  and  the  Finance  Ministry  to  monitor  implementation  of  the 
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measures  contained  therein  and  to  address  other  issues  affecting  foreign  financial  institutions  in 
the  U.S.  and  Japanese  financial  markets.  The  Measures  also  establish  a  set  of  qualitative  and 
quantitative  criteria  to  assess  progress  in  opening  and  liberalizing  the  fmancial  markets. 

CONCLUSION 

Measures  undertaken  by  the  Japanese  Government  in  recent  years  have  increased  the  role 
of  market  forces  in  the  Japanese  fmancial  system  and  reduced  the  extent  of  government 
intervention  in  the  financial  markets.  In  large  part,  these  deregulation  measures  reflect 
recognition  on  the  part  of  Japanese  officials  that  a  more  flexible  and  open  financial  system  is 
needed  at  this  stage  in  Japan's  economic  development.  They  are  also  a  product  of  international 
pressure  for  increased  competitive  opportunities  for  foreign  firms  in  the  Japanese  market. 

A  central  element  of  financial  reform  measures  implemented  by  the  Japanese  Government 
has  been  the  removal  of  direct  government  controls  on  the  financial  markets.  The  most 
important  step  undertaken  in  this  area  was  interest  rate  deregulation,  allowing  market 
determination  of  the  cost  of  funds.  The  complementary  elimination  of  Bank  of  Japan  "window 
guidance"  further  diminished  the  Japanese  authorities'  ability  to  intervene  directly  in  the 
allocation  of  credit  to  favored  firms  or  industries. 

The  Japanese  Government  also  has  eased  or  eliminated  many  of  the  regulatory  barriers 
to  entry  preventing  new  domestic  or  foreign  financial  firms  from  establishing  in  Japan.  Many 
of  these  market-opening  measures  have  been  in  the  asset  management  business.  For  instance, 
Japan  allowed  foreign  firms  to  establish  trust  bank  subsidiaries  in  Japan  in  1984.  The 
government  also  permitted  foreign  and  additional  domestic  firms  to  establish  investment  trust 
(mutual  fund)  companies  in  1989.  And  in  1990,  the  pension  fund  management  business, 
formerly  open  only  to  trust  banks  and  life  insurers,  was  partially  opened  to  investment  advisory 
companies.  Another  important  step  in  liberalizing  the  establishment  of  new  financial  firms  is 
the  permission  of  crossover  entry  between  banks  and  securities  firms  under  the  Financial  System 
Reform  Law  of  1992.  These  reductions  in  the  barriers  to  the  establishment  of  new  firms  will 
tend  to  promote  competition,  and  therefore  efficiency,  in  Japan's  fmancial  system. 

Other  recent  reform  measures  have  widened  the  range  of  financial  products  and 
instruments  permitted  in  Japan  and  broadened  the  scope  for  financial  iimovation.  The  Finance 
Ministry's  easing  of  informal  restrictions  on  corporate  bond  interest  rate,  maturity,  and  product 
design  structures  were  an  important  step  in  this  regard,  as  were  measures  limiting  the  role  of 
the  commissioned  banks  in  corporate  bond  issuance  and  underwriting.  The  government  has  also 
promoted  the  issuance  and  trading  of  a  number  of  financial  instruments  that  until  recently  had 
not  been  permitted  in  Japan,  including  commercial  paper  and  fmancial  derivatives  such  as  futures 
and  options  contracts.  MOF's  recent  interpretation  of  the  defmition  of  a  "security"  under  Article 
2  of  the  Securities  and  Exchange  Law  to  include  a  number  of  a  new  instruments  will  further 
broaden  the  range  of  permitted  instruments. 

Finally,  the  government  has  implemented  a  number  of  measures  intended  to  enhance 
transparency  in  the  financial  system.  Requirements  for  increased  disclosure  of  banks'  problem 
loans  and  the  recent  moves  away  from  the  "convoy  system"  in  the  reporting  of  bank  earnings 
are  important  steps  toward  increased  openness  and  transparency  in  financial  reporting. 
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Similarly,  the  Finance  Ministry's  recent  recognition  under  the  Measures  with  the  United  States 
of  the  applicability  of  the  Administrative  Procedures  Law  to  broad  areas  of  fmancial  regulation 
wiU  enhance  transparency  of  the  regulatory  system. 

These  measures  represent  steps  in  the  direction  of  market  discipline  and  away  from  direct 
or  de  facto  administrative  control  of  private  financial  decisions.  This  transition  to  a  market- 
directed  system,  while  as  yet  incomplete,  can  in  time  be  expected  to  help  to  strengthen  and 
deepen  Japan's  financial  system. 
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A  Chronology  of  Japanese  Financial  Market  Liberalization 

1970 

December:  First  "Samurai"  bond  issue  (yen-denominated  bonds  issued  by  non-residents  in 
Japan). 

1972 

April:  Interbank  foreign  currency  transactions  permitted  in  Tokyo  with  start  of  dollar- 

call  market. 

1975 

December:  The  first  law  permitting  deficit-financing  bonds  (i.e.  bonds  to  cover  current 
government  deficits  ~  as  distinct  from  construction  bonds).  Requires  annual 
renewal. 

1976 

March:  Official  recognition  of  Gensaki  transactions. 

1977 

January:  First  issue  of  5-year  government  bonds  ("discount"  bonds). 

Securities  Dealers  Association  starts  new  OTC  bonds  quotation  system  (separate 
"bid"  and  "ask"  quotations  followed  in  August). 

April:  Members  of  the  syndicate  purchasing  government  bonds  permitted  to  resell 

deficit-financing  bonds  that  have  been  held  for  at  least  a  year  (extended  to 
construction  bonds  in  October). 

May:  First  issue  of  Euro-yen  bonds  by  a  non-resident. 

1978 

June:  Greater  flexibility  in  bidding  in  the  call  money  market:    further  measures  in 

October  (7-day  call  trading)  and  November  (one-month  bill  trading). 
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Continuation  1978 


June:  First  issue  of  medium-term  coupon  government  bond  (the  first  to  be  issued  by 

auction;  3-year  bonds  on  the  occasion  followed  by  2-year  bonds  in  June  1979  and 
4-year  bonds  in  June  1980). 

October:  Ceiling  on  Gensaki  selling  for  city  banks  increased  from  ¥20  billion  (raised  to 

¥50  biUion  in  April  1979  and  abolished  in  April  1980). 

1979 

February:        The  ban  on  the  acquisition  of  yen-denominated  bonds  by  non-residents  removed. 

March:  First  issue  in  Japan  of  unsecured  yen-denominated  bonds  by  a  foreign  private 

company. 

April:  Further  deregulation  of  the  interbank  call  rate. 

First  issue  of  an  unsecured  convertible  bond. 

May:  Permission  granted  to  banks  to  introduce  short-term  "impact  loans"  (i.e.  foreign 

currency  loans  to  residents)  subject  to  certain  conditions. 

Ban  on  Gensaki  transactions  by  non-residents  lifted.    Non-residents  allowed  to 
purchase  yen-denominated  CDs. 

October:  Deregulation  of  over  2-months  interbank  bill  rate. 

1980 

January:  Securities  companies  introduce  the  medium-term  government  bond  ("Chukoku") 

fund. 

March:  Foreign  exchange  banks  allowed  to  make  medium  and  long-term  impact  loans. 

Ceiling  on  foreign  banks'  issues  of  yen-denominated  CDs  raised  to  20%  of  yen- 
denominated  assets  by  the  second  quarter  of  1981. 

Deregulation  of  interest  rates  of  free  yen  deposits  held  by  non-resident  official 
institutions. 
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Continuation  1980 


November:      Large  securities  companies  allowed  to  borrow  in  the  call  market  (subject  to 
limits). 

December:      New  Foreign  Exchange  and  Foreign  Trade  Control  Law  comes  into  effect: 

—  further  liberalization  of  impact  loans; 

—  non-resident  bank  accounts  permitted,  replacing  non-resident  free  yen 
accounts; 

—  Japanese  residents  allowed  to  hold  interest-bearing  foreign  currency 
accounts  with  Japanese  banks; 

—  the  designated-company  restriction  (under  which  foreign  ownership  could 
not  exceed  25%  of  the  individual  company's  assets)  to  apply  to  eleven 
companies  only; 

—  banks  authorized  to  participate  in  overseas  syndicated  yen-denominated 
loans  subject  to  certain  ceilings. 

Reporting  and  prior  notice  provisions  (and  for  some  transactions  approval) 
remain. 

1981 

April:  Members  of  government-bond  purchasing  syndicate  permitted  to  resell  bonds  that 

have  been  held  for  at  least  100  days. 

City  banks  allowed  to  buy  in  the  Gensaki  market. 

May:  Bank  of  Japan  starts  to  sell  short-term  government  securities  (Financing  Bills)  on 

the  open  secondary  market. 

June:  New  maturity-designated  bank  time  deposit  introduced. 

New  type  of  loan  trust  fund  ("Big")  account  introduced  by  trust  banks. 

July:  Japanese  banks'  overseas  subsidiaries  allowed  to  lend  Euro-yen  (for  one  year  or 

less)  to  finance  trade  with  Japan. 

October:  New  government-bond  fund  account  authorized  for  securities  companies. 

New  type  of  bank  disclosure  ("Wide")  authorized  for  long-term  credit  banks. 
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Continuation  1981 


December:      First  issue  of  corporate  bonds  with  non-detachable  warrants. 

Medium-sized  securities  companies  allowed  to  borrow  in  the  call  market  (limits 
on  large  companies  raised). 

1982 

March:  Securities  companies  banned  from  selling  foreign-currency  zero-coupon  Euro- 

bonds to  residents  (ban  lifted  subject  to  certain  restrictions  in  February  1983). 

April:  Increased  yen-foreign  currency  conversion  limits  for  foreign  banks  operating  in 

Japan. 

New  Bank  Law  and  Securities  and  Exchange  Law  take  effect. 

May:  Japanese  banks  permitted  to  lend  overseas  yen  on  a  long-term  basis  to  borrower 

of  their  choice  (earlier  priority  system  for  overseas  yen  lending  abolished). 

October:  Criteria  for  the  issuance  of  unsecured  bonds  by  Japanese  residents  in  overseas 

markets  defined. 

1983 

January:  Regulations  for  the  issue  of  "Samurai"  bonds  further  relaxed: 

—         approval  period  reduced  from  about  one  year  to  3-6  months; 

AAA  borrowers  and  private  corporations  allowed  first  time  access 
to  market; 

interval  requirement  (that  two  quarters  had  to  elapse  between 
successive  issues  by  the  same  borrower)  relaxed. 

(These  restrictions  were  progressively  eased  in  later  years). 

Eligibility  standards  for  issuing  unsecured  convertible  bonds  relaxed  (further 
measures  of  relaxation  progressively  adopted  in  later  years). 

February:        City  banks'  overseas  subsidiaries  allowed  to  float  bond  issues  abroad  to  finance 
parent  banks'  offshore  lending. 
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Continuation  1983 


April: 


May: 
June: 


October: 
December: 


April: 


The  global  ceiling  on  foreign  banks'  yen/foreign  currency  conversion  limits  raised 
(further  raised  in  December). 

Banks  authorized  to  sell  long-term  government  bonds  over  the  counter. 

Postal  insurance  system  permitted  to  invest  in  foreign  bonds. 

MOF  lifts  the  restriction  on  short-term  (less  than  one  year)  yen  lending  by 
Japanese  banks'  overseas  subsidiaries  to  non-residents.  Euro-yen  lending  plans 
remain  subject  to  reporting  requirements. 

Securities  houses  authorized  to  extend  personal  loans  with  public  bonds  as 
collateral. 

Banks  allowed  to  sell  medium-term  government  bonds  over  the  counter. 

The  quota  for  the  issue  of  yen-denominated  CDs  by  foreign  banks  increased  to 
50%  of  its  yen-denominated  assets. 

1984 

Domestic  companies  permitted  to  trade  in  foreign  currency  denominated 
commercial  paper  and  CDs  in  the  domestic  market. 

Restrictions  relaxed  on  Japanese  residents'  issuance  of  straight  and  convertible 
yen-denominated  Euro-bonds;  measures  to  facilitate  flotations  include  permission 
for  swap  agreements  and  hedging  of  forward  foreign  exchange  transactions. 
(Further  measures  of  relaxation  progressively  adopted  in  later  years.) 

"Real  demand"  rule  whereby  banks  could  trade  in  forward  yen  only  as  the 
counterpart  of  actual  international  trade  transactions  of  their  customers  abolished. 

Rules  applicable  to  "Samurai"  bonds  relaxed  (two  further  relaxations  took  place 
later  in  the  year). 
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Continuation  1984 


May: 


June: 


December: 


January: 


Publication  of  Yen/Dollar  Exchange  Rate  Report  (Joint  report  of  the  Japanese 
Ministry  of  Finance-US  Department  of  the  Treasury  Working  Group). 

Measures  agreed  to  include  (1)  liberalization  of  non-resident  issue  of  Euro-yen 
bonds;  (2)  freer  issuance  of  yen-denominated  CDs  in  Japan;  (3)  permission  for 
foreign  and  Japanese  banks  to  issue  Euro-yen  CDs  with  maturities  of  six  months 
or  less;  and  (4)  qualified  foreign  banks  allowed  to  enter  trust  banking  business. 

Bill  abolishing  "designed  company  system"  passed  by  the  Diet  (see  the  note  under 
December  1980). 

Yen  foreign  currency  conversion  limits  for  banks  abolished. 

Short-term  Euro-yen  loans  to  residents  liberalized. 

Banks  allowed  to  deal  in  the  secondary  market  for  government  bonds. 

Liberalization  of  Euro-yen  bond  issues  by  private  non-residents: 

—  collateral  requirement  dropped; 

—  foreign  securities  houses  allowed  to  be  lead  managers  for  Euro-yen 
bond  issues. 

First  issue  made  in  this  month. 

(Additional  measures  of  liberalization  adopted  progressively  in  later 
years.) 

Issues  of  yen-denominated  CDs  in  the  Euro-market  by  Japanese  and  foreign  banks 
and  by  securities  companies'  overseas  bank  subsidiaries  allowed. 

1985 

Withholding  tax  on  the  interest  earnings  of  non-residents  on  Euro-yen  bonds 
issued  by  Japanese  residents  removed  (effective  April  1985). 

First  unsecured  straight  corporate  bonds  issued  (criteria  applied  to  the  issuance 
of  such  bonds  progressively  relaxed  in  later  years). 
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Continuation  1985 


March:  Money  market  certificates  allowed  to  be  sold  by  banks  (from  April  for  city  banks) 

with  an  interest  rate  ceiling  of  0.75  percentage  points  below  weekly  average  new 
CD  issue. 

April:  Wider  non-resident  access  to  Euro-bond  and  "Samurai"  bond  market  allowed. 

Medium  and  long-term  Euro-yen  loans  to  non-residents  liberalized  (the  remittance 
of  such  loans  by  Japanese  foreign  subsidiaries  to  head  office  not  allowed). 

June:  Nine  foreign  banks  allowed  to  participate  in  trust  banking  business  in  Japan. 

Yen-denominated  Bankers'  Acceptance  (BA)  market  established.  (Restrictions  on 
this  market  were  subsequently  relaxed  in  stages  but  market  never  really  developed 
and  is  now  defunct.) 

Securities  companies  open  CD  trading:  prohibition  on  their  purchase  of  bills 
relaxed. 

5-6  month  bill  transactions  started. 

July:  Call  market  transactions  without  collateral  authorized. 

August:  First  "Shogun"  bond  issue  (foreign  currency  denominated  bond  issued  by  non- 

residents in  Japan). 

2-3  week  call  market  transactions  started. 

First  sales  of  large-scale  public  bond  investment  trusts. 

October:         Foreign  banks  start  trust  business. 

Interest  rate  ceilings  on  large-denomination  time  deposits  (¥  1  billion  and  over; 
2  years  and  less)  removed. 
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Continuation  1985 


October: 


Government  bond  futures  market  established. 


November:      First  Euro-yen  straight  bond  issued. 

Issuance  of  corporate  bonds  with  detachable  warrants  permitted  (first  issue  in 
December). 

1986 

January:  BOJ  starts  repurchase  agreements  in  government  bills  (FB  Gensaki). 

February:        First  regular  foreign  members  of  the  TSE  (six  securities  companies). 

First  issue  of  short-term  government  bonds  (TB)  (minimum  lot  of  ¥5(X)  billion; 
6-month  maturity). 

Banks  and  other  financial  institutions  allowed  to  resell  government  bonds  after 
holding  them  for  at  least  40  days,  instead  of  100  days  as  earlier  (for  own 
portfolio  account;  10  days  for  dealing  account). 

April:  Credit  rating  system  introduced  for  Euro-yen  bonds  issued  by  non-residents. 

Floating  rate  notes  and  currency  conversion  bonds  introduced  for  Euro-yen  issues 
by  residents. 

August:  Uncollateralized  call  money  transactions  diversified. 

October:  Public  issue  of  2-year  government  bonds. 

December:       Japan  Offshore  Market  (JOM)  opened: 

—  inflows  of  funds  from  offshore  accounts  to  domestic  accounts  of 
parent  bank  "banned  in  principle" ,  although  some  transfers  allowed 
to  alleviate  short-term  shortages  of  funds; 

—  offshore  accounts  cannot  be  used  as  basis  for  issuing  CDs; 

—  minimum  deposit  lot  ¥100  million; 

—  minimum  time  2  days. 
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1987 

February:        Japanese  banks'  overseas  branches  allowed  to  deal  in  foreign  CP. 

Major  change  in  the  criteria  for  issuance  of  straight  and  convertible  bonds;  rating 
system  for  domestic  bonds  introduced  (with  effect  from  July). 

March:  Deposit  rate  of  postal  savings  and  other  official  funds  with  the  Trust  Fund  Bureau 

reformed  to  move  with  interest  rates  on  government  bonds  (previously  set  by 
statute  and  linked  to  the  official  discount  rate). 

May:  Liberalization  of  rules  governing  the  issuance  of  privately-placed  bonds;  larger- 

scale  issues  now  permitted  (first  issue  in  July). 

Banks,  securities  houses  and  insurance  companies  permitted  to  trade  in  overseas 
financial  futures  markets. 

First  straight  bond  issuance  pursuant  to  the  "proposal"  method  (adopted  to 
increase  competition). 

June:  Packaged  stock  futures  market  established  on  the  Osaka  Stock  Exchange  (Osaka 

Stock  Futures  50)  ending  a  ban  introduced  in  1945. 

July:  Credit  rating  system  for  Euro-yen  bond  issues  by  residents  introduced. 

Call  money  transactions  without  collateral  diversified  (2-6  days). 

August:  A  subsidiary  in  Japan  of  a  foreign  bank  obtains  a  license  for  securities  business. 

Minimum  lot  of  TBs  and  FBs  reduced  (¥100  to  ¥50  million)  and  for  TBs  and  FBs 
purchased  by  sovereign  tax-exempt  entities,  introduction  of  a  system  under  which 
an  amount  equivalent  to  the  tax  withheld  to  be  refunded  at  the  time  of  purchase 
(rather  than  redemption  as  hitherto). 

Banks  allowed  to  sell  government  bonds  from  date  of  issue  instead  of  having  to 
hold  them  for  at  least  40  days  as  earlier. 

September:      Auction  method  for  20-year  government  bond  issues  introduced. 
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Continuation  1987 


October: 


November: 


January: 
February: 

March: 

April: 


May: 


Membership  of  the  government  bond  underwriting  syndicate  opened  to  any 
foreign  bank  but  only  0.85  %  of  bonds  to  be  allocated  to  them  (1.57%  for  foreign 
securities  firms). 

Ceiling  on  CD  issue  removed. 

Restrictions  on  Euro-yen  CP  issues  by  non-residents  removed. 

Domestic  CP  market  established. 

Partial  auction  method  (viz.  "volume  bidding")  of  the  underwriting  amount  for 
10-year  government  bond  issues  introduced. 

1988 

Restrictions  on  domestic  yen  ("Samurai")  CP  issues  by  non-residents  relaxed. 

Issue  abroad  of  warrants  on  10-year  government  bonds  permitted  (first  issue  in 
March). 

Liberalization  of  overseas  financial  options  by  domestic  financial  institutions  with 
non-residents. 

Postal  saving  system  allowed  to  progressively  increase  foreign  investments  and 
to  diversify  domestic  investments  (i.e.,  no  longer  obliged  to  place  all  its  funds 
with  the  Trust  Fund  Bureau). 

Major  tax  reform:  securities  transactions  tax  on  bond  transactions  reduced;  wider 
capital  gains  taxation;  tax  exemption  for  interest  on  small  savings  deposits 
(Maruyu)  abolished. 

Post  offices  and  life  insurance  companies  start  to  sell  newly  issued  government 
bonds  to  subscribers. 

Sixteen  foreign  securities  companies  are  admitted  as  new  members  of  the  TSE, 
bringing  total  to  twenty-two. 

Participation  of  residents  in  overseas  financial  futures  markets  permitted. 
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Continuation  1988 

September:      Financial  Futures  Law  enacted. 

October:  MOF  increases  the  share  of  foreign  financial  institutions  in  underwriting  10-year 

government  bonds  from  2.5  to  8%  of  monthly  volume. 

November:      Introduction  of  share-index  futures  market  (TOPIX  in  Tokyo  and  Nikkei  225  in 
Osaka). 

Introduction  of  new  method  of  monetary  control:  operations  on  paper  with 
shorter  maturities  to  reduce  the  BOJ's  institutional  influence  on  money  market 
rates;  extension  of  the  maximum  contract  period  in  the  unsecured  call  market 
from  3  weeks  to  6  months.   Open  market  operations  in  CP  to  foUow  later. 

December:      Relaxation  of  restrictions  on  issuing  Euro-yen  CP  by  non-residents. 

Relaxation  of  restrictions  on  domestic  issues  of  CP. 

MOF  requires  the  thirty-five  Japanese  banks  with  overseas  branches  or 
subsidiaries  to  observe,  by  March  1993,  the  minimum  capital  requirements  of  the 
Basle  Agreement. 

1989 

January:  Introduction  of  new  short- term  prime  rate,  linked  to  market  rates. 

February:        All  but  one  sogo  bank  reclassified  as  regional  banks. 

March:  MOF  allows  after-issuance  sales  of  detached  warrants  and  ex-warrant  bonds  with 

maturities  of  more  than  4  years  from  1st  April. 

April:  Relaxation  of  restrictions  on  the  JOM.  Ceiling  on  daily  net  inflow  of  funds  from 

offshore  accounts  raised  from  5  to  10  percent  of  banks'  average  non-resident 
transactions  in  the  previous  month  and  5  percent  ceiling  on  daily  net  outflow 
removed. 

Ceiling  for  maturity  of  bills  and  calls  raised  to  one  year. 
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Continuation  1989 


April: 


May: 


June: 


July: 


September: 
October: 


December: 


For  the  first  time  10-year  government  bonds  issued  by  competitive  tender  ("price- 
bidding  method"):  the  tender  share  set  at  40%  with  the  other  60%  sold  under  the 
old  syndicate  system  based  on  average  auction  price. 

Tokyo  International  Financial  Futures  Exchange  established,  with  operations 
starting  in  June.  (3-month  Euro-yen  deposit  futures,  3-month  Euro-dollar  deposit 
futures  and  yen-dollar  currency  futures). 

Medium  and  long-term  Euro-yen  loans  to  residents  permitted. 

Banks  and  other  financial  institutions  allowed  to  trade  as  brokers  in  overseas 
financial  futures  markets. 

Banks  allowed  to  broker  government  bond  futures  for  the  first  time. 

Introduction  of  smaU-lot  money  market  certificates  (MMCs)  (minimum  lot  of  ¥3 
million). 

Share  price  index  option  ti^ding  in  the  Osaka  Stock  Exchange  begins  (the  Nikkei 
224  Option). 

Non-bank  residents  allowed  to  hold  deposits  of  up  to  ¥5  million  with  banks 
overseas  without  prior  authorization. 

Banks  permitted  to  securitize  loans  to  local  governments. 

Introduction  of  3-month  government  bills  (Treasury  bills). 

Introduction  of  small-lot  MMCs  with  3-month,  2  and  3-year  maturity  (in  addition 
to  existing  6-month  and  1-year  maturity). 

Beginning  of  share  price  index  option  trading  at  the  Tokyo  Stock  Exchange 
(Topix  Option)  and  the  Nagoya  Stock  Exchange  (Option  25). 

Inti-oduction  of  ti-ading  of  U.S.  Treasury  Bond  futures  at  the  Tokyo  Stock 
Exchange. 
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Continuation  1989 


December:  MOF  decides  on  a  substantial  increase  in  the  amount  of  3-6  month  Treasury  bills 
to  be  issued  by  auction.  (Further  significant  growth  subsequentiy.)  BOJ  to 
undertake  open  market  operations  in  Treasury  bills. 

1990 

January:  Regulations  governing  commercial  paper  issuance  by  domestic  firms  eased: 

—  securities  houses  allowed  to  issue  commercial  paper  (to  add  to 
their  own  funds  only); 

—  qualification  standards  for  prospective  issuers  relaxed. 

March:  Banks  allowed  to  sell  securitized  corporate  loans  to  institutional  investors. 

MOF  restricts  banks'  property  lending. 

April:  Investment  advisory  companies  (lACs)  allowed  for  the  first  time  to  manage 

Employee  Pension  Funds. 

May:  Tokyo  Stock  Exchange  launches  options  on  government  bond  futures. 

June:  Banks  allowed  to  issue  subordinated  debt  (where  lenders  have  a  lower  claim  to 

repayment  in  the  event  of  the  borrowers'  bankruptcy)  to  help  them  meet  capital 
adequacy  standards.  (In  November,  MOF  asked  banks  not  to  make  excessive  use 
of  subordinated  loans  given  equity  market  weakness.) 

July:  Non-bank  residents  allowed  to  hold  deposits  of  up  to  ¥30  million  with  banks 

overseas  without  prior  authorization.  Authorization  for  amounts  up  to  ¥1(X) 
million  virtually  automatic. 

September:  Market  for  2(X)  Euro-dollar  warrants  launched  with  tiie  Japan  Bond  Trading 
Company  (brokers'  broker)  providing  prices.  (Previously,  350  Euro-dollar 
warrants  had  been  traded  over  the  counter,  with  only  limited  regulation.) 

October:  Several  foreign  securities  companies  given  a  license  to  conduct  investment  trust 

business. 

November:      Collateralized  call-money  transactions  liberalized  (offer/bid  system  inti-oduced). 
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1991 

February:  MOF  allows  two  Japanese  branches  owned  50%  by  U.S. -based  securities 
companies  to  undertake  free  foreign  exchange  trading  (traditionally  reserved  for 
banks). 

March:  Foreign  securities  houses'  subsidiaries  in  Japan  given  banking  licenses. 

June:  BOJ  announces  intentions  to  abandon  "window-guidance"  on  banks'  lending 

growth. 

July:  TIFFE  launches  options  on  3-month  Euro-yen. 

August:  After  a  number  of  financial  scandals,  MOF  announces  it  will  cease  issuing  non- 

binding  verbal  directives  to  the  institutions  under  its  supervision  and  instead  rely 
on  tighter  rules  set  by  self-regulating  bodies. 

October:  Discretionary    investment    accounts    banned;    compensating    customers    for 

investment  losses  to  incur  criminal  penalties. 

November:  Pension  funds  and  investment  tiiists  allowed  to  buy  securitized  corporate  loans. 
Requirement  to  seek  debtor's  permission  to  sell  waived. 

1992 

January:  MOF  replaces  requirement  for  financial  institutions  to  hold  the  growth  in  property 

lending  below  their  current  overall  lending  growth  with  new  measures  to  be 
triggered  in  the  event  of  rising  in  property  lending  significantiy  above  overall 
lending. 

Tokyo  Stock  Exchange  announces  policy  to  relax  listing  standards. 

February:  The  government  proposes  to  create  a  new  agency  to  supervise  the  securities 
markets,  enhance  the  regulatory  power  of  the  Japan  Securities  Dealers 
Association,  and  increase  penalties  for  securities  companies  which  manipulate 
stock  prices  or  compensate  customers  for  their  losses. 

March:  Government  proposes  financial  market  reform. 

April:  Securities  houses  allowed  to  offer  money  market  funds  (minimum  deposit  of  ¥1 

million)  provided  that  more  than  one-half  of  such  funds  invested  in  securities. 
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Continuation  1992 


June: 
July: 


August: 


December: 


April: 


Financial  system  reform  legislation  passes  the  Diet. 

Securities  and  Exchange  Surveillance  Commission  established  under  the 
jurisdiction  of  MOF. 

Japan  Securities  Dealers  Association  reorganized  into  a  corporation  licensed  under 
the  Securities  and  Exchange  Law. 

MOF  relaxes  the  issuing  requirements  of  the  corporate  bond  issuance  and 
registration  system, 

A  system  for  designating  credit-rating  agencies  is  introduced. 

Bond  issuance  restrictions  eased:  more  companies  allowed  to  issue  bonds  overseas 
and  restraints  on  "Samurai"  bonds  relaxed. 

Government  announces  various  measures  to  support  equity  and  real  estate  prices, 
and  announces  readiness  to  provide  funds  to  help  banks  liquidate  non-performing 
loans. 

Government  announces  first  economic  stimulus  package  in  the  post-Bubble 
period. 

MOF  outlines  implementation  of  financial  system  reforms. 

1993 

Financial  System  Reform  Law  enforced. 

Government  announces  second  economic  stimulus  package. 

As  part  of  overall  financial  system  reform,  the  defmition  of  a  "security"  under 
Article  2  of  the  Securities  Exchange  Law  (SEL)  expanded  slightly.  Domestic 
commercial  paper,  "cards",  and  housing-loan-backed  beneficiary  certificates 
added  to  the  list  of  recognized  securities. 

Qualification  criteria  eased  for  domestic  corporate  bonds.  The  minimum  rating 
requirements  for  unsecured  straight  and  equity  warrant  bonds  were  lowered  from 
single  A  to  triple  B. 
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Continuation  1993 


April:  Stock  brokerage  commissions  on  transactions  of  Yl  billion  and  over  liberalized. 

MOF  eased  "three-bureau  agreement,"  permitting  offshore  subsidiaries  of 
Japanese  banks  to  lead  manage  Japanese  corporate  bond  issues  abroad.  The 
agreement  will  be  phased  out  over  a  five-year  period  and  eliminated  completely 
by  end-March  1998. 

May:  MOF  opened  UM  industry  to  banks  and  insurers,  permitting  them  to  access  the 

market  only  indirectly,  via  their  investment  advisory  vehicles,  with  a  minimum 
of  three  years  experience  in  discretionary  fund  management  required. 

June:  Completion  of  deregulation  of  interest  rates  on  time  deposits. 

Non-banks  permitted  to  issue  commercial  paper.  MOF  set  issuance  ceilings  and 
restricted  use  of  the  proceeds  to  finance  capital  investment,  purchase  of  lease 
assets  and  redemption  of  CP. 

Mm  implemented  new  legislation  to  govern  securitization  of  leasing  rights  and 
credit  card  assets. 

July:  MOF  lowered  the  minimum  contract  size  for  corporate  pension  fund  management  by 
investment  advisors  to  ¥100  million,  from  ¥1  billion  for  Japanese  advisors  and 
¥500  million  for  foreign  advisors. 

September:  In  a  30-point  liberalization/simplification  program,  MOF's  Securities  Bureau 
confirmed  that  fees  and  remuneration  are  not  administratively  controlled. 

As  part  of  a  30-point  liberalization/simplification  package,  MOF's  securities 
bureau  permitted  issuance  of  five-year  bonds  and  floating-rate  notes  and 
confirmed  that  there  are  no  restrictions,  other  than  eligibility  criteria,  on  issuance 
of  two-year,  very-long-maturity,  and  parent-company-guaranteed  bonds. 

October:  Banking  institutions  permitted  by  MOF  to  introduce  two  new  types  of  savings 

instruments:  four-year  time  deposits  bearing  fixed  interest  rates,  and  floating  rate 
time  deposits  with  maturities  of  up  to  three  years. 

Commercial  Code  revised  to  narrow  the  role  of  commissioned  banks  to  after- 
issuance,  which  increased  pressure  on  commissioned  banks  to  further  cut  fees  for 
handling  domestic  corporate  bond  issues. 
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Continuation  1993 


December:  In  a  70-point  securities  deregulation  package,  MOF  pennitted  ITMCs  to  engage 
in  interest  rate  and  currency  swaps,  securities  lending  and  short-term  borrowing, 
while  eliminating  restrictions  on  investment  in  unsecured  call  money. 

MOF  permitted  securities  firms  to  engage  in  bond  issues  as  foreign  exchange 
swap  partners.  Only  Japanese  straight  bond  issues  abroad  were  initially  qualified. 

Japan's  major  banks  started  engaging  in  offshore  (U.S.)  securitization  of  Japanese 
companies'  trade  credit  receivables,  with  ultimate  goal  of  engaging  in  this  activity 
in  Japan  as  well. 

MOF  permitted  Japanese  banks  to  engage  in  foreign  exchange  "Close-out"  netting 
with  U.S.  banks. 

MOF  announced  limited  resumption  of  new  public  equity  issues  at  market  prices 
after  a  four-year  suspension,  as  a  major  element  of  its  70-point  deregulation 
package  for  the  securities  industry. 

In  practice,  the  number  of  potential  issuers  is  limited  to  about  ten  blue-chip  firms 
due  to  strict  conditions  imposed  by  MOF. 

1994 

January:  Minimum  rating  requirement  for  foreign  private  Samurai  straight  bond  issuers 

lowered  from  single  A  to  triple  B. 

MOF  eliminated  the  90-day  seasoning  rule  on  Euroyen  bonds  issued  by 
supranational  and  sovereign  issuers. 

Minimum  rating  requirement  for  Japanese  resident  offshore  issues  of  unsecured 
straight  and  equity  warrant  bonds,  including  Euro-yen  bonds,  lowered  from  single 
A  to  triple  B. 

February:  MOF  issued  new  policy  guidelines  on  financial  institutions'  non-performing  loans, 
including  expanded  recognition  of  taxable  loan-loss  reserves  for  restructured  loans 
and  creation  of  new  special  purpose  companies  to  transfer  restructured  loans  off 
banks'  balance  sheets. 
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Continuation  1994 


March:  Raised  to  ¥100  million  from  ¥10  million  the  limit  on  the  amount  of  non-bank 

lending  and  borrowing  between  Japanese  residents  and  non-residents  that  is  not 
subject  to  prior  notification  and  seasoning  period  rules.  The  ceiling  on  inward 
and  outward  portfolio  investment  free  from  the  notification  rule  was  raised  to 
¥100  million  from  ¥30  million  and  the  ceiling  on  outward  direct  investment 
exempt  from  this  requirement  was  raised  from  ¥30  million  to  ¥100  million. 

Raised  the  ceiling  on  the  amount  of  foreign-currency-denominated  deposits 
individual  or  corporate  Japanese  residents  are  permitted  to  hold  offshore  without 
obtaining  prior  approval  from  ¥30  million  to  ¥100  million. 

Introduced  in  the  Diet  an  overall  pension  reform  bill,  including  proposal  to 
eliminate  the  distinction  between  old  and  new  money  for  employee  pension  funds 
(EPFs),  effective  October  1,  1994. 

MOF  changed  accounting  standards  to  allow  insurance  companies  to  value  listed 
bond  holdings  at  acquisition  cost.  Previously,  insurers  were  required  to  value 
such  holdings  at  the  lower  of  acquisition  cost  or  market  price.  The  change  was 
intended  to  make  JGBs  more  attractive  investment  instruments  but  prompted 
concerns  that  the  change  was  a  step  backward  in  terms  of  establishment  of  more 
sound  accounting  principles. 

April:  The  ceiling  on  the  amount  of  cross-border  transactions  eligible  for  netting 

between  the  head  office  of  trading  houses,  and  a  few  other  select  corporations  and 
their  branches  or  subsidiaries  was  raised  from  the  equivalent  of  ¥10  million  to  the 
equivalent  of  ¥100  million.  The  period  during  which  payment  can  be  left  on  the 
books  for  settlement  through  the  offsetting  method  was  extended  to  six  months 
from  three  months. 

May:  Mm  and  MOF  agreed  to  ease  controls  on  corporate  bond  issues  by  venture 

capital  firms. 

June:  MOF  announced  that  it  would  permit  securities  firms  to  participate  in  a  broader 

range  of  Japanese  offshore  bond  issues  as  currency  swap  partners  by  March  1995. 
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Continuation  1994 


June:  As  part  of  the  279-item  deregulation  package,  MOF  announced  that  it  would 

permit  all  designated  fmancial  institutions  to  trade  offshore  listed  stock/stock- 
index  cash  options  by  March  1995. 

As  part  of  the  279-item  deregulation  package,  MOF  announced  it  would  permit 
domestic  trading  of  over-the-counter  financial  derivatives  products,  specifically 
forward  rate  agreements  and  forward  exchange  rate  agreements,  effective  October 
1994. 

MOF  also  announced  that,  effective  July,  it  would  permit  brokers  to  sell  listed 
financial  futures  products  in  the  same  category  without  obtaining  separate 
approvals  once  they  obtain  a  license  for  the  first  product. 

MOF  permitted  floating-rate  housing  loans  to  be  securitized.  Previously,  only 
fixed-rate  housing  loans  were  qualified. 

MOF  lifted  the  moratorium  on  convertible  bond  issues  by  insurance  companies. 

Japan's  stock  exchanges  and  the  Japan  securities  dealers  association  increased  the 
number  of  firms  allowed  to  go  public  for  the  first  time  to  3-5  per  week  from  2-3 
per  week,  increasing  the  total  number  of  firms  allowed  to  go  public  to  160. 

July:  As  part  of  the  June  28  deregulation  package,  MOF  eliminated  the  minimum  net 

worth  requirement  of  ¥20  billion  imposed  on  foreign  private  Samurai  issuers  rated 
triple  B. 

MOF  slightly  eased  qualification  criteria  for  Japanese  offshore  unsecured 
corporate  bond  issues,  including  Euro-yen  bonds,  by  eliminating  the  minimum  net 
worth  requirement  of  ¥20  bUlion  for  triple-B-rated  issuers. 

Slightly  eased  qualification  criteria  for  Japanese  unsecured  straight  and  equity 
warrant  bond  issues,  eliminating  the  minimum  net  worth  requirement  of  ¥20 
billion  for  triple-B-rated  issuers. 
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Continuation  1994 


July:  MOF  allowed  banks  to  set  up  subsidiaries  to  buy  collateral  property  at  auction. 

October:  Completion  of  deregulation  of  interest  rates  on  non-time  deposits  (marks  the 

completion  of  a  15-year  process  of  interest  rate  liberalization). 

Non-time  deposit  rates  fiilly  liberalized. 

December:  Deregulation  of  investment  trust  management  business  announced  by  MOF. 
Licensing,  minimum  capital,  permissible  investment  product,  and  disclosure 
requirements  are  liberalized;  changes  are  incorporated  in  Framework  financial 
services  agreement  (of  January  1995). 

1995 

January:  Agreement  reached  on  financial  services  under  the  U.S. -Japan  Framework  for  a 

New  Economic  Partnership:  "Measures  by  the  Government  of  Japan  and  the 
Government  of  the  United  States  Regarding  Financial  Services."  Measures 
include  commitments  in  the  following  areas:  transparency  and  procedural 
protections,  fund  management  activities,  securities,  cross-border  capital 
transactions,  banking,  competition  policy,  consultations,  and  assessment  of 
implementation  of  the  Measures. 
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INTRODUCTION 

Corporate  governance  can  be  defined  as  the  manner  in  which  corporations  are  directed 
and  controlled  by  various  constituent  parties:  shareholders,  directors,  managers,  employees, 
creditors,  customers,  and  suppliers.  The  relationships  among  these  parties  are  determined  by 
a  set  of  rights  and  obligations,  and  the  interaction  among  them  determines  the  direction  and 
performance  of  the  corporation. 

Patterns  of  corporate  governance  vary  widely  among  countries,  depending  on  legal  and 
institutional  arrangements,  structure  of  the  financial  system,  and  historical  and  cultural  factors. 
However,  the  ultimate  goal  of  corporate  governance  is  generally  the  same  everywhere:  to 
maximize  business  performance  while  ensuring  the  accountability  of  corporate  decisionmakers. 

The  concept  of  corporate  governance  as  a  discrete  field  of  study  is  relatively  new  in 
Japan.  There  is  no  direct  translation  for  the  term  in  Japanese;  it  is  borrowed  as  is  from  English, 
However,  many  features  of  the  Japanese  industrial  organization  which  fall  under  the  rubric  of 
corporate  governance  ~  for  example,  the  cross-shareholding  of  shares,  the  relationship  between 
directors  and  managers,  and  the  rights  of  company  shareholders  —  have  long  been  the  subject 
of  study  and  debate  among  academics  and  officials  both  in  Japan  and  abroad. 

Corporate  governance  issues  have  been  an  explicit  topic  of  negotiations  between  the 
United  States  and  Japan  over  the  past  six  years,  first  in  the  Structural  Impediments  Initiative 
(Sn)  and  more  recently  in  the  U.S. -Japan  Framework  for  a  New  Economic  Partnership  (the 
Framework).  The  reason  for  U.S.  Government  interest  in  this  subject,  and  one  of  the  reasons 
it  is  taken  up  in  this  report,  is  that  it  is  an  important  aspect  of  the  receptivity  of  the  Japanese 
economy  to  foreign  trade  and  investment. 

This  chapter  begins  by  examining  the  unique  characteristics  of  corporate  governance  in 
Japan,  both  in  structure  and  in  practice.  It  then  looks  at  recent  developments  that  suggest  the 
traditional  system  of  corporate  governance  is  undergoing  change.  The  chapter  ends  with  a  brief 
description  of  the  negotiations  between  the  United  States  and  Japan  on  this  subject  in  the  Sn  and 
in  the  Framework. 

KEY  CHARACTERISTICS 

Legal  Framework 

A  variety  of  Japanese  laws  govern  the  activities  of  corporations  in  specific  industries 
(e.g.,  the  various  banking  laws)  but  three  in  particular  ~  the  Commercial  Code,  the  Securities 
and  Exchange  Law,  and  the  Antimonopoly  Act  ~  contain  most  of  the  rules  on  corporate 
governance  affecting  all  industries. 
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Commercial  Code 

The  Commercial  Code  was  enacted  in  1899  and  is  administered  by  the  Ministry  of 
Justice.  Volume  2  of  the  Code,  referred  to  as  the  Company  Law,  contains  the  basic  legal 
framework  for  corporate  governance  in  Japan,  including  provisions  on  advance  notice  of 
shareholders'  meetings,  proxy  voting,  derivative  lawsuits,  disclosure,  and  shareholder  access  to 
company  books. 

•  Article  232  requires  companies  to  notify  shareholders  two  weeks  prior  to  the 
annual  general  meeting. 

•  Article  229  permits  proxy  voting,  to  enable  beneficial  owners  of  Japanese 
companies  to  vote  their  proxies,  while  Article  239.2  allows  them  to  do  so  in  a 
"disunited"  or  "partial"  form. 

•  Articles  267-268.2  cover  derivative  lawsuits. 

•  Article  282  regulates  disclosure  of  corporate  information.  Disclosure 
requirements  under  the  Commercial  Code  are  less  onerous  than  under  the 
Securities  and  Exchange  Law  but  have  broader  coverage,  extending  to  privately 
held  companies. 

•  Article  293.6  gives  shareholders  access  to  the  company  books  under  certain 
conditions. 

Supplementing  the  Commercial  Code  is  the  Law  on  Special  Exceptions  concerning 
Audits.  Prior  to  a  1992  revision,  large  corporations  (those  with  capital  of  at  least  ¥500  million 
($5.9  million)  or  total  liabilities  of  ¥20  billion  ($235  million)  were  required  to  appoint  at  least 
two  statutory  auditors,  both  of  whom  could  be  from  inside  the  firm.  Since  October  1992,  large 
firms  have  been  required  to  appoint  a  three-member  audit  committee,  including  one  outside 
auditor,  defined  as  a  person  who  has  not  been  a  director,  manager,  or  employee  of  the  company 
or  one  of  its  subsidiaries  for  five  years  prior  to  his  or  her  appointment.  The  terms  of  auditors 
were  also  lengthened  from  two  years  to  three. 

Securities  and  Exchange  Law 

Enacted  in  1948,  the  Securities  and  Exchange  Law  governs  all  publicly  listed 
corporations  in  Japan.  Administered  by  the  Finance  Ministry,  the  SEL  is  analogous  to  the  U.S. 
Securities  Act  of  1933  and  the  Securities  Exchange  Act  of  1934.  It  includes  numerous 
provisions  relevant  to  corporate  governance,  notably  those  on  disclosure  requirements  and 
takeover  bids.    Specifically: 
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•  Article  24  requires  all  publicly  listed  corporations  (including  those  registered  on 
the  over-the-counter  market)  to  disclose  certain  financial  information.  The  article 
briefly  lists  the  kinds  of  information  required,  and  implementing  regulations  spell 
out  the  details,  which  include  disclosure  of  certain  related-party  transactions, 
consolidated  financial  statements,  and  segmented  financial  information. 

•  Articles  27.2-27.22  regulate  the  takeover  bid  system. 

•  Article  27.23  lays  out  the  so-called  "5  percent  rule,"  which  requires  any 
shareholder  owning  more  than  5  percent  of  a  company's  outstanding  shares  to  file 
a  disclosure  statement. 

•  Article  198  describes  the  penalties  (up  to  one  year  in  jail  or  a  ¥1  million 
($12,000)  fine)  for  failure  to  disclose  or  engaging  in  fraudulent  disclosure. 

Antimonopoly  Act 

The  Antimonopoly  Act  (AMA)  was  enacted  in  1947  and  is  enforced  by  the  Japan  Fair 
Trade  Commission  (JFTC),  an  independent  regulatory  agency  of  the  Japanese  Government. 
Modeled  after  the  Sherman  Antitrust  Act,  Clayton  Act,  and  other  antitrust  laws  in  the  United 
States,  the  AMA  today  differs  in  many  respects  from  U.S.  law.  The  most  notable  of  these 
differences  in  the  context  of  corporate  governance  is  the  AMA's  total  ban  on  holding 
companies.* 

Articles  9-18  of  the  AMA  contain  most  of  the  provisions  related  to  corporate  governance, 
including  those  on  holding  companies,  cross-shareholding,  interlocking  directorates,  and  mergers 
and  acquisitions.   Specifically: 

•  Article  9  prohibits  the  establishment  or  operation  of  holding  companies,  which  are 
defined  as  those  whose  principal  business  is  to  control  the  business  activities  of 
one  or  more  Japanese  companies  or  subsidiaries  by  means  of  shareholding. 

•  Article  10  prohibits  companies  from  acquiring  stock  in  another  company  if  the 
acquisition  causes  a  substantial  restraint  of  competition  in  a  particular  field  of 
trade. 


*  The  Japanese  Government  said  in  its  five-year  deregulation  plan  announced  on 
March  31,  1995,  that  it  is  "considering"  lifting  the  ban  on  holding  companies,  a  proposal 
strongly  supported  by  the  Ministry  of  International  Trade  and  Industry  but  opposed  by  the 
JFTC. 
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•  Article  11  places  certain  restrictions  on  the  holding  of  shares  by  foreign  and 
domestic  financial  institutions;  notably,  banks  may  not  hold  more  than  5  percent 
of  the  outstanding  shares  of  any  Japanese  corporation,  and  insurance  companies 
may  not  hold  more  than  10  percent  of  such  shares. 

•  Article  13  regulates  interlocking  directorates,  prohibiting  a  director  from 
concurrently  serving  as  a  director  of  another  domestic  corporation  if  this 
effectively  restricts  competition  in  a  particular  field  of  trade. 

•  Article  15  bans  mergers  of  companies  if  the  merger  is  likely  to  result  in  a 
substantial  restraint  of  competition.  The  company  effecting  a  merger  must  give 
the  JFTC  30  days'  notice  before  the  merger  takes  effect. 

Structures  and  Practices 

Lack  of  Outside  Directors 

In  theory,  public  corporations  in  Japan  are  governed  in  much  the  same  way  as  they  are 
in  the  United  States,  with  three  groups  playing  a  central  role.  Overall  corporate  strategy  and 
policies  are  set  by  a  board  of  directors,  which  is  elected  by  —  and  thus  accountable  to  ~ 
shareholders.  The  board  appoints  and  monitors  managers  who  implement  its  policies.  Managers 
hire  employees  and  make  day-to-day  decisions  about  the  company's  interaction  with  customers, 
suppliers,  and  creditors.  Shareholders,  as  beneficial  owners  of  the  company,  enjoy  financial 
returns  on  their  investment  in  the  form  of  dividends  and  capital  gains. 

In  reality,  the  relationships  among  the  three  groups  of  corporate  actors  are  very  different 
in  Japan  and  the  United  States.  One  feature  that  distinguishes  the  Japanese  system  is  the  relative 
lack  of  outside  directors  on  the  corporate  board.  The  majority  of  directors  in  a  typical  Japanese 
corporation  are  current  or  former  employees  of  the  company.  One  survey  of  nearly  2,000  large 
Japanese  firms  conducted  in  1990  found  that  roughly  91  percent  were  company  men.  Employees 
of  larger  corporations  traditionally  spend  their  entire  career  with  the  company,  rising  through 
the  ranks  to  management  positions  primarily  on  the  basis  of  seniority.  More  talented  individuals 
are  then  appointed  to  directorships,  while  they  often  retain  their  day-to-day  responsibilities  for 
running  the  company. 

In  most  firms,  the  only  outsiders  on  the  board  are  representatives  of  major  creditors, 
former  government  officials,  or  representatives  of  major  business  partners  (notably  members  of 
the  same  corporate  group  ~  see  Keiretsu  section  below).  Of  the  remaining  directors  in  the 
survey  mentioned  above,  4  percent  were  from  lender  banks,  3  percent  were  retired  government 
officials,  and  0. 1  percent  were  from  major  business  partners.  (The  last  figure  would  be  higher 
for  small  firms.)  Independent  shareholders  ~  no  matter  how  large  a  stake  they  have  in  the 
company  —  are  rarely  found  on  the  board  of  directors. 
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Because  of  the  blurring  of  the  lines  between  directors  and  managers,  and  the  seniority 
system  that  produces  managers  from  among  lifetime  employees,  the  boards  of  major  Japanese 
corporations  tend  in  reality  to  represent  the  interests  of  employees  first  and  foremost.  This  is 
very  different  from  the  system  of  corporate  governance  in  the  United  States,  in  which  the 
presence  of  outside  directors  produces  broader  accountability,  most  importantly  to  shareholders. 

Cross-Shareholding 

Another  distinguishing  feature  of  corporate  governance  in  Japan  is  the  relative  passivity 
of  shareholders.  Individuals  represent  the  largest  group  of  shareholders  in  Japan,  but  they  hold 
a  minority  of  shares  and  have  relatively  little  voice  in  company  affairs.  The  bulk  of  shares 
(often  60-80  percent)  are  held  either  by  lenders  to  or  business  partners  of  the  company,  or  by 
institutional  investors.  Companies  typically  exchange  small  amounts  of  stock  with  suppliers, 
customers,  and  creditors  in  order  to  seal  a  long-term  business  relationship.  Similarly,  insurance 
companies,  pension  funds,  and  other  institutional  investors  have  a  small  stake  in  most  major 
Japanese  corporations  to  support  a  relationship  of  mutual  rights  and  obligations. 

According  to  the  Tokyo  Stock  Exchange,  the  "average"  listed  company  in  1992  had 
12,941  shareholders,  of  whom  12,350  (95  percent)  were  individuals,  394  were  nonfinancial 
corporations,  and  59  were  financial  institutions.  (The  rest  were  foreign  investors  (93),  securities 
companies  (39),  and  investment  trusts  (5).)  Although  the  corporate  and  institutional  investors 
as  a  group  represented  less  than  4  percent  of  the  shareholders  in  this  typical  firm,  they  held 
some  70  percent  of  the  shares.  (Individuals  held  less  than  25  percent;  in  the  United  States, 
individuals  account  for  over  50  percent  of  stockholdings.)  As  much  as  64  percent  of  the  typical 
firm's  stock  was  held  by  the  21  largest  shareholders.  Most  or  all  of  these  large  shareholders 
were  corporate  or  institutional  investors,  and  most  likely  had  some  form  of  business  affiliation 
with  the  firm. 

These  cross-shareholding  arrangements  create  a  block  of  stable  and  friendly  shareholders 
who  seldom  reallocate  their  portfolios  or  challenge  corporate  decisions.  In  this  way,  cross- 
shareholding  underpins  keiretsu  relationships,  encourages  companies  to  focus  on  long-term 
growth  rather  than  short-term  profitability,  weakens  shareholders'  rights,  and  makes  hostile 
takeovers  all  but  impossible  in  Japan. 

Keiretsu  Relationships 

Lying  at  the  core  of  the  Japanese  system  of  industrial  organization  is  the  pattern  of 
relationships  among  nominally  independent  companies  known  as  keiretsu.  There  is  no  direct 
English  translation  for  this  uniquely  Japanese  phenomenon:  the  term  literally  means  "rank 
order"  or  "succession,"  but  a  more  descriptive  translation  would  be  "business  groupings." 
Despite  recent  signs  of  change  (see  below),  keiretsu  remain  a  vital  force  in  the  Japanese 
economy. 
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The  concept  of  keiretsu  encompasses  a  variety  of  different  types  and  degrees  of  business 
affiliations.  In  its  most  formal  sense,  it  refers  to  the  six  horizontal  groups  that  are  the 
descendants  of  the  powerful  prewar  zaibatsu  conglomerates.  These  six  groups  -  Mitsubishi, 
Mitsui,  Sumitomo,  Fuyo,  Sanwa,  and  Dai-Ichi  Kangyo  —  revolve  around  at  least  one  main  bank 
and  a  general  trading  company  and  incorporate  companies  from  a  variety  of  business  sectors. 

There  are  also  vertical,  or  hierarchical,  keiretsu.  These  are  pyramid-shaped  groupings 
consisting  of  a  major  manufacturer  and  its  large  and  smaU  suppliers  (an  upstream  keiretsu),  or 
a  major  firm  and  its  network  of  dedicated  wholesalers  and  retailers  downstream.  Toyota  Motor 
Corp.  is  often  cited  as  a  typical  example  of  an  upstream  keiretsu,  and  Matsushita  Electric  Co. 
a  downstream  one. 

More  generally,  keiretsu  can  refer  to  an  array  of  formal  and  informal  ties  among 
nominally  independent  firms  that,  to  one  degree  or  another,  promote  preferential  business 
dealings  among  the  related  parties.  Although  not  necessarily  designed  to  exclude  outsiders, 
keiretsu  relationships  often  have  this  effect. 

Keiretsu  are  held  together  by  a  variety  of  mutually  beneficial  exchanges  among  affiliated 
companies.   These  include  exchanges  of: 

•  Equity:  As  discussed  above,  Japanese  companies  typically  exchange  small 
amounts  of  stock  with  business  partners  to  solidify  long-term  relations. 

•  Debt:  The  main  bank  in  a  keiretsu  group  has  traditionally  been  responsible  for 
ensuring  that  adequate  amounts  of  credit  and  other  forms  of  financing  are 
available  to  member  firms. 

•  Goods  and  services:  Keiretsu  companies  generally  engage  in  preferential  trade 
with  affiliated  firms,  agreeing  to  buy  another  company's  products  or  services  in 
exchange  for  being  able  sell  its  own  wares  to  that  company.  (For  example,  an 
insurance  company  might  procure  all  of  its  office  equipment  from  a  particular 
computer  firm  in  exchange  for  exclusive  rights  to  insure  the  computer  firm's 
employees.) 

•  Personnel:  As  noted  above,  to  the  limited  extent  that  companies  maintain  outside 
directors  on  their  boards,  they  are  often  representatives  of  affiliated  firms.  At  the 
managerial  and  employee  level  as  well,  personnel  exchanges  among  affiliated 
firms  are  very  common  in  Japan. 

•  Information:  In  addition  to  the  informal  information  flow  that  is  a  natural  by- 
product of  all  the  linkages  listed  above,  keiretsu  groups  typically  have  regular, 
formalized  meetings  of  the  presidents  of  group  companies,  known  as  shacho-kai. 
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The  significance  of  various  aspects  of  keiretsu  ties  for  corporate  governance  in  Japan  is 
a  recxirring  theme  in  numerous  sections  of  this  chapter.  Signs  of  change  in  the  keiretsu  system, 
and  U.S. -Japan  negotiations  on  keiretsu  issues,  are  also  discussed  in  this  chapter. 

2?o/e  of  the  Main  Bank 

As  described  in  Chapter  n,  the  main  bank  system  has  been  a  linchpin  of  the  keiretsu 
structure  and  of  postwar  Japanese  industrial  organization  more  generally.  Most  firms  in  Japan 
-  including,  but  not  limited  to,  those  in  keiretsu  groups  ~  have  an  identifiable  main  bank 
relationship  with  at  least  one  city,  long-term  credit,  or  regional  bank.  The  main  bank  is 
responsible  for  extending  loans  (usually  the  majority  of  loans)  to  the  firm,  for  arranging 
financing  from  other  affiliated  banks  as  necessary,  and  for  monitoring  management  of  the  firm 
(often  holding  a  directorship  on  the  board).  In  times  of  financial  distress,  the  main  bank  will 
intervene  more  actively  in  management,  to  the  point  of  effectively  taking  over  a  troubled  firm. 

As  with  other  corporate  groupings  in  Japan,  main  bank  relations  are  sealed  through  cross- 
shareholding:  the  main  bank  takes  a  shareholding  position  in  the  affiliated  firm  (often  just  below 
the  legal  ceiling  of  5  percent),  and  the  firm  in  turn  holds  a  stake  in  the  bank.  Banks  tend  to  be 
even  more  closely  held  than  corporations,  with  as  much  as  90  percent  of  their  shares  held  by 
other  corporations,  compared  with  average  corporate  holdings  of  about  70  percent  for  listed 
companies  as  a  whole.  (This  does  not  imply  that  corporate  shareholders  have  more  effective 
control  over  banks  than  they  do  over  other  corporations;  rather,  it  means  that  banks  enjoy  an 
even  larger  block  of  stable  shareholders  than  do  other  corporations.) 

As  large  Japanese  firms  have  been  increasingly  able  to  access  capital  markets  to  meet 
their  financing  requirements,  the  role  of  the  main  bank  has  diminished  in  recent  years  (discussed 
below). 

Business-Government  Relations 

Close  and  generally  friendly  ties  between  Japanese  corporations  and  the  Japanese 
Government  are  another  important  feature  of  corporate  governance  in  Japan.  Beyond  its  formal 
role  as  regulator,  the  Japanese  Government  acts  in  an  informal  capacity  as  promoter,  protector, 
and  supervisor  of  industry  to  an  extent  not  paralleled  in  the  United  States.  This  informal 
interaction  operates  through  a  number  of  channels,  including: 

Administrative  Guidance 

As  described  in  Chapter  n,  the  Japanese  Government  frequentiy  uses  informal  advice, 
encouragement  or  discouragement,  and  warnings  to  supplement  its  formal  regulatory  powers 
over  industry  —  a  practice  known  as  "administrative  guidance."  The  degree  to  which  such 
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informal  guidance  is  used  varies  by  regulatory  agency  and  industry,  and  may  have  diminished 
over  time,  but  it  remains  a  significant  element  of  the  Japanese  system.  Because  of  administrative 
guidance,  Japanese  corporations  rarely  make  a  major  business  decision  without  informally 
vetting  it  with  the  authorities  first.  This  makes  government  a  central  player  in  the  system  of 
corporate  governance,  often  on  a  par  with  directors  and  managers. 

Amakudari 

Another  means  by  which  government  agencies  enforce  administrative  guidance,  and  more 
generally  play  a  central  role  in  corporate  governance,  is  by  placing  retired  officials  in  strategic 
positions  in  the  industries  they  used  to  regulate.  This  practice,  known  as  amakudari,  or  "descent 
from  heaven,"  is  wielded  particularly  effectively  by  the  Ministry  of  Finance,  which  tends  to 
place  the  largest  number  of  amakudari  officials  each  year  in  the  country's  most  important 
financial  institutions.  These  former  bureaucrats  keep  their  old  agency  informed  of  the 
company's  activities  and  ensure  that  the  firm  remains  responsive  to  informal  guidance  from  the 
ministries. 

Consequences 

The  rules,  structures,  and  practices  described  above  define  the  major  characteristics  of 
the  Japanese  system  of  corporate  governance.  They  also  give  rise  to  a  number  of  issues  that 
have  often  frustrated  outside  investors  in  Japanese  companies,  especially  foreigners. 

Emphasis  on  Growth  over  Profits 

As  mentioned  earlier  in  this  chapter,  the  large  majority  of  shares  in  Japanese  corporations 
are  locked  up  in  stable  cross-shareholding  arrangements.  These  arrangements  are  motivated  not 
by  a  desire  to  generate  short-term  profits,  but  rather  to  seal  a  long-term  business  relationship. 
Stable  shareholders  therefore  tend  to  be  satisfied  with  minimal  dividend  payouts  from 
corporations,  expecting  to  be  more  than  compensated  by  a  combination  of  long-term  capital  gains 
and  increased  business  opportunities.  As  a  result,  corporate  dividends  of  keiretsu  group 
companies  tend  to  be  lower  than  those  of  non-affiliated  companies,  and  dividends  as  a  whole  in 
Japan  tend  to  be  lower  than  in  other  industrialized  countries.  According  to  the  Japanese  Finance 
Ministry,  the  average  dividend  yield  on  Japanese  shares  was  only  0.79  percent  in  1993, 
compared  with  2.77  percent  in  the  United  States. 

The  predominance  of  stable  shareholders  who  invest  for  the  long  haul  enables  Japanese 
corporations  to  focus  on  the  growth  of  the  company  and  worry  less  about  profitability.  The  bulk 
of  profits  that  are  generated  tend  to  be  ploughed  back  into  the  company  to  promote  future 
development,  thereby  benefiting  employees  and  shareholders  over  the  long-term. 
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Weak  Shareholders'  Rights 

Implicit  in  the  discussion  above  of  the  structural  features  of  Japanese  corporate 
governance  is  the  relatively  weak  position  of  shareholders  vis-a-vis  other  corporate  actors.  In 
the  United  States  and  many  other  countries,  ownership  of  the  company  is  generally  equated  with 
a  voice  in  the  company's  affairs.  In  Japan,  by  contrast,  the  lack  of  outside  directors  on  the 
board,  stable  cross-shareholding  arrangements,  and  close-knit  keiretsu  relationships  all  work  to 
separate  outside  shareholders  from  directors,  business  affiliates,  the  main  bank,  etc.  This  makes 
it  extremely  difficult  for  an  outside  investor  or  group  of  outside  investors  to  influence  the 
direction  of  a  business.  The  company  is  thereby  insulated  from  challenges  to  its  corporate 
strategy  and  from  takeovers. 

In  addition  to  the  structural  factors  described  above,  three  other  operational  rules  and 
practices  have  traditionally  served  to  weaken  the  rights  of  shareholders  in  Japan: 

Access  to  Corporate  Information 

As  discussed  above,  under  the  Commercial  Code,  the  Securities  and  Exchange  Law,  and 
other  statutes,  Japanese  corporations  are  required  to  regularly  and  publicly  disclose  basic 
financial  information,  including  the  company  balance  sheet  and  profit  and  loss  statement.  These 
rules  have  historically  been  less  onerous,  and  therefore  less  revealing  of  actual  corporate 
performance,  than  those  of  the  United  States.  In  particular,  segmented  financial  disclosure  by 
product  line  and  geographic  region  and  disclosure  of  related-party  transactions  have  been  limited. 
However,  recent  legal  changes  have  strengthened  disclosure  requirements  in  a  number  of  areas 
(see  Sn  section  below). 

Moreover,  shareholder  access  to  unpublished  company  records,  such  as  the  income  tax 
return  and  shareholder  register,  has  traditionally  been  more  restrictive  in  Japan  than  in  the 
United  States.  Under  revisions  to  the  Commercial  Code  implemented  in  October  1993,  the  stock 
ownership  threshold  enabling  a  shareholder  to  have  unrestricted  access  to  the  company  books 
was  lowered  from  10  percent  to  3  percent.  However,  this  still  excludes  most  individual 
shareholders.  Although  many  U.S.  states  maintain  relatively  high  thresholds  for  access  to  the 
company  books,  these  rules  are  generally  relaxed  after  a  shareholder,  no  matter  how  small  his 
holdings,  has  held  the  company's  stock  for  a  specified  period  of  time  (often  six  months). 

In  addition,  while  U.S.  shareholders  usually  must  specify  in  writing  a  reason  for 
inspecting  the  books,  the  burden  is  on  the  company  to  establish  a  reason  for  denying  access. 
The  following  are  not  legitimate  reasons  in  the  U.S.  for  denying  access:  takeover  intent,  intent 
to  change  management,  poor  relations  with  management,  intent  to  sue  the  company,  intent  to 
oppose  a  management-approved  merger  plan,  or  intent  to  solicit  other  shareholders  to  sell  stock. 
In  Japan,  the  "best  interests"  of  the  company  is  the  standard  for  determining  access  to  a 
company's  books. 


69 


COSFORAXE  GOVEKNAIiCE  IN  JAPAN 


Relatively  limited  disclosure  and  restricted  access  to  company  records  has  made  it 
difficult  for  shareholders  in  Japan  —  particularly  unaffiliated  investors  ~  to  obtain  a  true  picture 
of  a  company's  operations  and  financial  health.  This  weakens  their  position  in  the  corporate 
governance  structure  vis-a-vis  directors  and  managers,  who  typically  enjoy  unlimited  access  to 
corporate  information. 

Proxy  Voting 

In  principle,  Japan  has  a  fair  proxy  voting  system  that  conforms  to  the  "one  share,  one 
vote"  rule.  However,  certain  features  of  the  system  tend  in  practice  to  weaken  the  franchise  of 
shareholders,  especially  independent  shareholders. 

Under  the  Commercial  Code  (Article  239),  companies  are  required  to  give  shareholders 
only  two  weeks'  notice  of  the  annual  meeting,  and  proxy  materials  may  be  sent  by  regular  mail. 
This  makes  it  difficult  for  shareholders  to  read  and  absorb  the  materials  and  make  an  informed 
decision  about  how  to  vote,  especially  if  they  own  multiple  companies.  Nonresident 
shareholders  are  at  a  particular  disadvantage  in  this  regard. 

Another  practical  constraint  on  proxy  voting  by  nonresident  investors  is  that  Japanese 
banks  who  serve  as  their  agents  tend  to  use  large  omnibus  accounts  to  hold  nonresident  shares, 
each  of  which  gets  one  set  of  proxy  voting  cards.  Agents  typically  use  these  proxy  blocks  to 
support  management  and  rarely  break  them  up  for  "no"  votes. 

Derivative  Lawsuits 

A  derivative  lawsuit  is  a  legal  claim  filed  by  shareholders  in  the  name  of  the  corporation. 
In  the  United  States,  derivative  suits  may  be  brought  against  directors,  managers,  majority 
shareholders,  or  third  parties  who  are  allegedly  injuring  the  corporation.  There  are  some  limits 
to  derivatives  suits:  to  protect  directors  from  harassment  by  minority  shareholders,  the  courts 
will  not  interfere  with  corporate  acts  that  are  the  result  of  a  reasonable  business  decisions. 
Rather,  these  suits  are  intended  to  address  cases  of  fraud,  "sweetheart"  deals,  or  truly  egregious 
management  errors. 

Similar  to  U.S.  rules,  Japan's  Commercial  Code  (Article  267)  authorizes  derivative 
lawsuits  "to  enforce  the  liability  of  directors. "  However,  until  very  recently,  derivative  lawsuits 
were  extremely  rare  in  Japan.  Part  of  the  reason  for  this  may  have  been  the  non-litigious  nature 
of  Japanese  society.  But  this  has  been  supported  by  the  relatively  narrow  interpretation  by  the 
Japanese  courts  of  directors'  liability  and  the  prohibitive  expense  of  filing  a  derivative  lawsuit 
in  Japan.  Before  the  Commercial  Code  amendments  of  October  1993,  a  refundable,  progressive 
stamp  duty  of  between  0.4  and  0.5  percent  of  damages  sought  was  assessed  at  the  time  of  filing. 
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(For  example,  a  $50  million  damage  request  would  have  required  payment  of  stamp  duties  of 
$250,000.)  Moreover,  even  if  the  shareholders  won  the  suit,  they  were  liable  for  all  expenses 
other  than  the  board's  own  legal  fees. 

The  amended  Commercial  Code  has  lowered  the  stamp  duty  on  derivative  lawsuits  to  a 
uniform  ¥8,200  ($96)  and  required  the  board  to  bear  a  larger  share  of  the  legal  expenses.  As 
will  be  discussed  below,  these  changes  have  led  to  a  sharp  increase  in  the  number  of  derivative 
lawsuits  in  Japan  over  the  past  2  years. 

Difficulty  of  Mergers  and  Acquisitions 

Mergers  and  acquisitions  (M&A),  a  well-accepted  form  of  business  consolidation  in  the 
United  States,  are  much  less  common  in  Japan.  According  to  the  Tokyo  Stock  Exchange,  there 
were  only  28  cases  of  M&A  involving  listed  Japanese  corporations  in  1994.  Mergers  are 
generally  used  as  an  alternative  to  bankruptcy  for  very  weak  firms,  and  even  then  only  as  a  last 
resort  after  all  other  options  have  been  exhausted.  The  board  of  the  target  firm  must  be 
convinced  that  the  consolidation  will  not  harm  the  company  or  its  employees.  "Unfriendly" 
takeovers  are  virtually  unheard  of  in  Japan. 

This  resistance  to  M&A  is  often  explained  by  cultural  factors.  Because  of  the 
identification  of  the  company  as  a  "family"  unit  in  Japanese  society,  it  is  argued,  buying  and 
selling  companies  is  seen  as  "anti-social"  behavior.  An  equally  plausible  and  more  pragmatic 
explanation  is  that  Japanese  companies  want  to  prevent  outsiders  from  upsetting  the  balance  of 
mutual  benefits  within  keiretsu  groupings. 

Whatever  the  reasons,  Japanese  companies  have  built  up  defensive  mechanisms  that  are 
extremely  effective  in  discouraging  M&A,  particularly  hostile  takeovers.  The  most  important 
of  these  is  cross-shareholding.  By  reducing  the  number  of  floating  shares  available  for  purchase 
and  creating  a  majority  block  of  stable,  "friendly"  shareholders,  cross-shareholding  virtually 
eliminates  the  potential  for  unwelcome  advances  on  a  target  company. 

Together  with  strengthening  shareholders'  rights,  facilitating  M&A  in  Japan  has  been  a 
central  objective  of  the  U.S.  Government's  negotiations  on  structural  issues  with  the  Japanese 
Government  in  both  the  Sn  and  Framework  fora  (described  below). 

RECENT  DEVELOPMENTS 

Signs  of  Change 

There  has  been  much  debate  recently  about  changes  underway  in  traditional  features  of 
Japan's  economic  and  industrial  structure.   This  debate  covers  a  wide  variety  of  issues,  many 
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of  which  go  beyond  the  scope  of  this  report.  Among  them,  however,  is  the  issue  of  whether  the 
traditional  patterns  of  corporate  governance  in  Japan  are  breaking  down.  Two  types  of  evidence 
can  be  cited  to  support  this  claim: 

Unwinding  of  Cross-Shareholdings 

After  steadily  building  up  their  mutual  equity  holdings  between  World  War  n  and  the  end 
of  the  1980s,  Japanese  corporations  began  to  unwind  some  of  their  cross-shareholdings  in  the 
early  1990s.  According  to  one  estimate,  non-fmancial  firms  in  Japan  sold  a  net  ¥7. 1  trillion 
($84  billion)  of  stock  between  1991  and  1994.  In  the  first  quarter  of  1995,  they  sold  an 
additional  ¥340  billion  ($4  billion).  It  is  too  early  to  say  whether  these  developments  reflect  a 
long-term  structural  change  or  simply  a  response  to  adverse  cyclical  conditions  which  could  be 
reversed  in  the  future;  the  figures  cited  above  still  represent  only  a  fraction  of  the  nearly  ¥300 
trillion  ($3.5  trillion)  of  total  corporate  shareholding  among  Japanese  institutions.  However, 
they  have  given  support  to  the  view  that  a  fundamental  underpuming  of  the  keiretsu  structure 
may  be  coming  undone. 

Increase  in  Derivative  Lawsuits 

More  recently,  another  traditional  assumption  about  Japanese  corporate  governance  ~  the 
passivity  of  shareholders  -  has  been  challenged  by  the  sharp  rise  in  the  number  of  derivative 
lawsuits  filed  by  shareholders  against  Japanese  corporations.  Prior  to  1993,  the  Ministry  of 
Justice  estimates  that  an  average  of  about  ten  new  derivative  lawsuits  were  filed  annually.  For 
calendar  year  1993,  the  Ministry  puts  the  figure  at  30,  of  which  23  were  filed  in  the  last  quarter 
of  the  year.  In  1994,  another  91  suits  were  filed.  The  reason  for  this  sudden  increase  is 
presumably  the  revisions  to  the  Commercial  Code  that  took  effect  in  October  1993,  which 
substantially  lowered  the  costs  of  filing  a  derivative  suit.  In  response  to  the  increase  in  legal 
actions,  there  is  some  evidence  that  corporations  are  taking  steps  to  strengthen  their  legal 
departments  and  internal  auditing  procedures. 

Forces  for  Change 

A  number  of  factors  may  help  to  explain  the  two  developments  described  above  and 
support  the  thesis  that  fundamental  changes  are  underway  in  the  Japanese  system  of  corporate 
governance: 

Cyclical  Conditions 

A  five-year  bear  market  in  equities  and  four  years  of  declining  corporate  profits  have 
called  into  question  traditional  business  practices  in  Japan.  The  erosion  of  both  dividends  and 
capital  gains  has  raised  the  opportunity  cost  to  all  Japanese  firms  of  locking  up  corporate  assets 
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in  cross-shareholding  arrangements.  With  the  average  return  on  equity  in  Japanese  firms  being 
less  than  two  percent,  corporate  investors  are  being  forced  to  take  a  hard  look  at  their  cross- 
shareholding  arrangements  and  in  some  cases  are  beginning  to  loosen  these  ties. 

At  the  same  time,  one  of  the  main  incentives  for  entering  into  stable  long-term 
relationships  with  business  partners  ~  the  ability  in  times  of  financial  distress  either  to  issue  new 
shares  to  friendly  companies  or  to  rely  on  main-bank  credit  ~  has  also  been  undermined  by  the 
weak  cyclical  conditions  in  recent  years.  Sagging  share  prices  and  government  restrictions  on 
new  share  issues  in  the  wake  of  the  collapse  of  the  "bubble"  in  the  early  1990s  (see  Chapter  IV) 
have  all  but  eliminated  the  first  option,  while  banks'  own  financial  difficulties  may  have  made 
them  less  willing  or  able  to  extend  support  to  aUing  group  companies. 

Pressure  also  has  grown  on  banks  as  institutional  investors.  Traditionally,  banks  have 
relied  on  a  substantial  cushion  of  latent  gains  on  their  shareholdings  to  support  their  capital 
positions  and  cover  bad  debts.  This  cushion  has  worn  so  thin  in  recent  years  -  the  11  city 
banks'  latent  gains  fell  nearly  60  percent  in  the  six  months  to  March  1995  ~  that  some  banks 
are  under  pressure  to  sell  their  stakes  in  other  companies  in  order  to  bolster  capital  or  write  off 
losses. 

Other  traditional  business  practices  have  come  under  scrutiny  as  a  result  of  sluggish 
economic  growth  and  declining  corporate  profitability.  The  bottom-up,  consensus-oriented 
decision-making  process  that  has  characterized  Japanese  corporate  governance  has  in  many  cases 
proved  to  be  too  rigid  and  costly  in  a  slower-growth  environment.  Many  larger  firms  have  taken 
steps  not  only  to  streamline  their  production  methods  and  labor  practices  but  also  to  reexamine 
the  way  they  make  decisions,  which  could  signal  more  permanent  changes  in  traditional  patterns 
of  corporate  governance. 

Legal/Regulatory  Reforms 

Recent  legal  changes  have  had  direct  and  indirect  implications  for  corporate  governance 
in  Japan.  In  general,  these  changes  have  supported  enhanced  transparency  of  corporate 
performance,  greater  accountability  of  directors,  and  stronger  rights  for  shareholders. 

Commercial  Code 

As  mentioned  earlier,  major  revisions  to  the  Commercial  Code  were  implemented  on 
October  1,  1993.   Two  changes  were  of  particular  relevance  to  corporate  governance: 

•  The  costs  of  filing  derivative  lawsuits  were  substantially  reduced  through  a 

lowering  of  the  stamp  duty  to  a  uniform  ¥8,200  ($96)  and  introduction  of  a 
requirement  that  the  company  pay  most  legal  fees  if  the  shareholders  win  the  suit. 
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•  The  share  ownership  threshold  at  which  shareholders  are  entitled  to  review  the 

company  books  was  lowered  from  10  percent  to  3  percent. 

In  addition,  the  related  Law  on  Special  Exceptions  to  the  Commercial  Code  was  amended 
in  October  1992  to  require  large  corporations  to  appoint  a  three-member  audit  committee, 
including  at  least  one  outside  auditor. 

Judging  from  the  sharp  increase  in  the  number  of  derivative  lawsuits  since  October  1993, 
the  amendments  in  this  area  appear  to  have  already  had  an  impact  on  shareholders'  exercise  of 
their  rights.   The  practical  impact  of  the  other  two  changes  remains  to  be  seen. 

Securities  and  Exchange  Law  Regulations 

Largely  in  response  to  U.S.  Government  requests  in  the  Structural  Impediments  Initiative 
(see  below),  implementing  regulations  under  the  SEL  have  been  amended  in  recent  years  to 
increase  the  detail  of  financial  statements  issued  by  public  corporations.  This  has  helped  to 
enhance  transparency  of  corporate  performance  and  business  dealings  and  made  it  easier  for 
shareholders  to  assess  their  existing  and  potential  holdings. 

Financial  Deregulation 

Over  a  decade  of  financial  market  liberalization  and  deregulation,  described  in  Chapter 
n,  has  taken  its  toU  on  traditional  patterns  of  corporate  governance  in  Japan.  The  principal 
effect  of  these  changes  has  been  to  open  up  new  channels  of  corporate  finance  other  than  bank 
lending  for  larger  Japanese  corporations.  Whereas  equity  issuance  represented  only  12  percent 
of  corporate  financing  in  Japan  in  1980,  it  reached  as  high  as  30-40  percent  before  the  collapse 
of  the  "bubble."  This  process  of  disintermediation,  combined  with  the  pressures  on  banks  from 
cyclical  economic  conditions,  has  significantly  eroded  one  of  the  underpinnings  of  the  keiretsu 
structure  ~  the  main  bank  system. 

Another  effect  of  deregulation  has  been  to  change  the  relationship  between  government 
and  business.  While  the  Ministry  of  Finance's  power  remains  formidable,  the  government  no 
longer  directly  allocates  credit  through  the  banking  system.  The  government's  control  over 
industry  through  administrative  guidance  has  weakened  accordingly.  Some  argue  that  recent 
political  reform  has  also  checked  the  ability  of  the  bureaucracy  to  wield  its  influence  over 
business,  but  this  remains  a  matter  of  debate. 

Demographic  Pressures 

Long-term  demographic  trends  are  also  causing  strains  in  the  traditional  system  of 
corporate  governance.  The  rapid  aging  of  the  Japanese  population  has  been  widely  noted;  by 
2020,  roughly  one-quarter  of  the  population  will  be  over  the  age  of  65.   The  need  for  cash  to 
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cover  pension  payments  for  these  elderly  citizens  will  force  Japanese  pension  funds  and  other 
individual  investors  to  search  for  higher-yielding  investments.  These  pressures  should  lead 
investors,  both  individual  and  institutional,  to  demand  more  say  in  the  running  of  the  companies 
they  choose  to  hold  domestically  and  bring  about  significant  changes  in  the  way  Japanese 
corporations  are  governed  in  the  future. 

Conclusion 

As  the  preceding  discussion  has  suggested,  there  is  reason  to  believe  that  corporate 
governance  in  Japan  is  imdergoing  fundamental  changes.  Companies  are  unwinding  some  of 
their  mutual  shareholdings;  shareholders  are  beginning  to  flex  their  muscles;  and  many  other 
traditional  business  practices  are  increasingly  coming  under  scrutiny.  Japanese  Government 
policy  has  generally  supported  these  changes,  by  forcing  more  light  to  be  shed  on  formerly 
opaque  relationships  and  encouraging  greater  balance  of  power  among  the  various  corporate 
governance  constituents,  among  other  things. 

The  degree  and  significance  of  these  developments  should  not  be  overstated.  The 
continuity  in  the  way  corporations  are  governed  in  Japan  is  as  evident  as  the  change.  As 
mentioned  earlier,  the  unwinding  of  cross-shareholdings  to  date  represents  only  a  fraction  of  the 
total  number  of  shares  mutually  held  by  listed  Japanese  companies.  Notwithstanding  the  sharp 
increase  in  derivative  lawsuits,  this  comes  off  a  very  low  base;  most  shareholders  remain  largely 
passive  and  unwilling  to  "rock  the  boat."  And  kerretsu  relationships  are  likely  to  remain  the 
defining  characteristic  of  Japanese  industrial  organization  in  the  foreseeable  future.  Moreover, 
two  legal  changes  that  are  being  actively  debated  at  present  -  easing  restrictions  on  share  buy- 
backs,  or  treasury  shares,  and  eliminating  the  long-standing  ban  on  holding  companies  —  could 
reinforce  traditional  modes  of  industrial  organization  and  corporate  governance  by  reducing  the 
percentage  of  outstanding  shares  of  individtial  companies  that  are  actually  on  Japan's  stock 
exchanges. 

On  balance,  however,  it  appears  likely  that  the  combination  of  short-  and  long-term 
economic  pressures  and  accommodating  government  policy  actions  will  continue  to  force  the 
Japanese  system  of  corporate  governance  towards  harmonization  with  the  systems  in  other 
industrialized  countries.  Among  other  benefits,  this  should  improve  the  environment  for  foreign 
investment  in  Japan,  by  facilitating  mergers  and  acquisitions  and  further  strengthening 
shareholders'  rights. 

U.S.-JAPAN  NEGOTIATIONS  ON  CORPORATE  GOVERNANCE 

The  Structural  Impediments  Initiative 

Following  years  of  a  case-by-case  sectoral  approach  to  trade  negotiations  with  Japan,  the 
U.S.  Government  in  1989  proposed  a  broader  initiative  designed  to  root  out  the  deeper 
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Structural  causes  of  chronic  external  imbalances  in  Japan  and  the  United  States.  The  so-called 
"Structural  Impediments  Initiative,"  or  Sn,  was  launched  in  July  1989.  The  objective  of  the 
initiative  was  to  "identify  and  solve  structural  barriers  in  both  countries  that  stand  as 
impediments  to  trade  and  balance  of  payments  adjustment,  with  the  goal  of  contributing  to  the 
reduction  of  payments  imbalance. " 

After  thorough  research,  the  U.S.  Government  identified  a  wide  range  of  issues  as 
impediments  in  Japan,  falling  into  half  a  dozen  broad  categories:  saving  and  investment  patterns, 
land  use,  distribution,  exclusionary  business  practices,  pricing  mechanisms,  and  keiretsu 
relationships.   It  was  in  this  last  category  that  corporate  governance  issues  were  taken  up. 

The  U.S.  Government's  basic  contention  in  the  keiretsu  area  was  that  the  network  of 
formal  and  informal  ties  among  Japanese  companies  promotes  preferential  group  trade, 
discourages  foreign  investment  into  Japan,  and  can  give  rise  to  anti-competitive  business 
practices.  The  U.S.  Government  argued  that  shedding  light  on,  and  ultimately  loosening  these 
ties  would  facilitate  the  entry  of  foreign  goods,  services,  and  investment  into  the  Japanese 
market. 

A  number  of  legal  and  institutional  features  of  the  Japanese  economy  were  identified  as 
reinforcing  keiretsu  relationships.  These  included  cross-shareholding,  interlocking  directorships 
and  other  personnel  linkages,  inadequate  accounting  and  disclosure  requirements,  and  relatively 
weak  shareholders'  rights  —  in  other  words,  many  of  the  elements  of  corporate  governance  in 
Japan.  The  U.S.  Government  made  a  number  of  specific  proposals  designed  to  address  these 
underlying  features  of  the  keiretsu  structure. 

For  its  part,  the  Japanese  Government  argued  that  keiretsu  relationships  represented  a 
rational  form  of  industrial  organization,  were  appropriate  in  the  Japanese  context,  and  did  not 
inherently  foster  exclusionary  or  anticompetitive  practices.  The  Japanese  Government  resisted 
remedies  designed  to  attack  the  structure  of  keiretsu,  but  were  generally  wUling  to  discuss 
proposals  to  shed  light  on  keiretsu  ties  and  to  address  anticompetitive  practices  that  might  stem 
from  those  ties. 

In  the  initial  year  of  SH  (1989-90),  the  two  governments  held  more  than  a  half-dozen 
formal  rounds  of  negotiations,  culminating  in  agreement  on  an  Interim  Report  and  Assessment 
in  April  1990  and  a  Joint  Report  in  June  1990.  Over  the  next  two  years,  the  two  sides  met 
regularly  but  less  intensively,  producing  a  First  Annual  Report  in  May  1991  and  a  Second 
Annual  Report  in  July  1992. 

The  Japanese  Government's  commitments  in  the  Keiretsu  Relationships  chapter  of  each 
of  the  four  SH  reports  fell  into  five  different  categories.  The  major  commitments  in  each  of 
these  categories  are  summarized  below. 
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Strengthening  the  Function  of  the  Fair  Trade  Commission 

•  Strengthening  the  Japan  Fair  Trade  Commission's  monitoring  function  with 
respect  to  transactions  among  keiretsu  firms.  If  the  JFTC  determines  that  a 
transaction  restrained  competition  or  constituted  an  unfair  trade  practice,  it  will 
take  appropriate  measures,  including  restricting  cross-shareholding  between  the 
firms. 

•  Publication  by  the  JFTC  of  a  biennial  analysis  of  various  aspects  of  keiretsu 
groups,  including  buyer-supplier  transactions,  financing  arrangements  among 
group  firms,  personal  ties,  and  the  role  of  general  trading  companies  in  keiretsu 
groups.   The  JFTC  published  such  reports  in  February  1992  and  July  1994. 

•  Issuance  of  a  statement  affirming  that  the  Japanese  Government  would  take  steps 
to  ensure  that  keiretsu  relationships  do  not  hinder  fair  competition  or  transparency 
and  that  the  entry  of  foreign  firms  into  the  Japanese  market  would  thereby  be 
facilitated.  The  Chief  Cabinet  Secretary  issued  such  a  statement  in  August  1990. 

•  Publication  of  guidelines  clarifying  the  criteria  for  enforcement  of  the 
Antimonopoly  Act,  in  order  to  deter  violations  of  the  Act.  The  guidelines  were 
published  in  July  1991. 

Foreign  Direct  Investment 

•  Issuance  of  a  clear  policy  statement  affirming  the  Japanese  Government's  strong 
commitment  to  an  open  foreign  direct  investment  (FDI)  policy,  based  on  the 
principle  of  national  tireatment.   The  statement  was  issued  on  June  28,  1990. 

•  Amendment  of  the  Foreign  Exchange  and  Foreign  Trade  Control  Law  to  ensure 
that  restrictions  on  inward  FDI  would  be  limited  to  cases  raising  national  security 
concerns  or  in  four  sectors  reserved  under  the  OECD  Code  of  Liberalization  of 
Capital  Movements  (agriculture,  leather,  mining,  and  petroleum  refining).  The 
Japanese  Government  also  agreed  to  replace  prior  notification  requirements  for 
inward  FDI  with  ex  post  reporting  requirements,  except  in  the  above-mentioned 
restricted  areas.  These  amendments  were  enacted  in  April  1991  and  implemented 
in  January  1992. 

•  Expansion  of  low-interest  loan  facilities  and  promotional  activities  to  encourage 
FDI  into  Japan. 
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Publication  of  a  guide  on  investing  in  Japan  for  the  benefit  of  potential  foreign 
investors,  including  a  description  of  the  new  FDI  legal  regime,  a  detailed  list  of 
sectors  in  which  only  ex  post  reporting  of  FDI  is  required,  and  a  description  of 
government  incentive  programs  for  FDI.  The  guide  was  published  in  February 
1993. 


Revision  of  the  Takeover  Bid  System 


Abolition  of  the  prior  notification  requirement  for  takeover  bids  and  lengthening 
of  the  takeover  period.   The  requirement  was  dropped  in  December  1990. 


Enhancement  of  Disclosure  Requirements 

•  Enhancing  transparency  of  keiretsu  relationships  through  a  number  of  legal 
amendments  to  strengthen  disclosure  requirements,  including: 

~  disclosure  of  holdings  of  5  percent  or  more  of  a  company's  outstanding 
shares,  and  additional  reporting  by  such  large  shareholders  of  acquisition 
or  disposal  of  one  percent  or  more; 

—  greater  disclosure  of  related-party  transactions; 

~  disclosure  of  the  consolidated  financial  statement  in  a  company's  primary 
annual  financial  statement  (rather  than  as  an  attachment); 

—  segmented  disclosure  of  sales  by  geographic  region,  and  sales  as  well  as 
profits  and  losses  by  industry;  and 

—  enhanced  disclosure  of  sales  to  major  customers  (those  accounting  for  over 
10  percent  of  total  revenue). 

All  of  these  new  disclosure  requirements  were  enacted  and  implemented  by  April  1991. 
The  Japanese  Government  also  enacted  legislation  in  May  1992  increasing  the  penalties 
for  inadequate  or  fraudulent  disclosure. 

Reexamination  of  the  Company  Law 

•  Commitment  to  have  the  Cabinet  Legislative  Council  examine  the  Company  Law 
(Commercial  Code)  with  a  view  to  enhancing  disclosure  requirements  and 
shareholders'  rights,  and  to  simplifying  procedures  for  mergers  and  acquisitions. 
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•  In  the  Second  Annual  Report,  the  Japanese  Government  clarified  that  the 
Legislative  Council  was  examining  issues  such  as  facilitating  shareholders'  access 
to  company  records  and  derivative  lawsuits.  As  noted  above,  the  Commercial 
Code  was  amended  in  1993  to  effect  these  changes. 

•  The  Japanese  Government  also  confirmed  its  expectation  that  shareholders' 
meetings  will  be  held  "properly"  according  to  the  Commercial  Code;  confirmed 
that  shareholders  are  able  to  exercise  their  voting  rights  "disunitedly"  through 
proxies;  and  urged  companies  to  "avoid  possible  obstacles"  to  the  exercise  of 
voting  rights  by  foreign  shareholders. 

The  Framework 

The  corporate  governance  issues  raised  in  Sn  continued  to  be  discussed  by  the  two 
governments  in  the  "U.S. -Japan  Framework  for  a  New  Economic  Partnership."  As  described 
in  Chapter  n,  the  Framework  was  launched  by  President  Clinton  and  then  Prime  Minister 
Miyazawa  in  July  1993  as  a  comprehensive  forum  for  addressing  macroeconomic,  structural, 
and  sectoral  issues  between  the  two  countries,  and  for  strengthening  bilateral  economic 
cooperation.  Keiretsu  issues  were  swept  up  into  the  economic  harmonization  basket  of  the 
Framework,  in  a  sub-group  examining  inward  direct  investment  and  buyer-supplier  relationships 
in  Japan. 

In  the  investment  sub-group,  the  U.S.  Government  noted  the  relatively  low  level  of  FDI 
in  Japan  in  comparison  with  other  OECD  countries  and  argued  that  greater  inward  FDI  will 
make  the  Japanese  economy  more  open  and  efficient,  stimulate  business  activity,  and  widen 
consumer  choices.  While  recognizing  the  steps  that  have  been  taken  by  the  Japanese 
Government  to  enhance  disclosure  requirements,  improve  shareholders'  rights,  and  strengthen 
the  role  of  company  auditors,  the  U.S.  Government  noted  the  continued  difficulty  of  M&A  in 
Japan  for  foreign  firms  and  encouraged  the  Japanese  Government  to  take  additional  steps  in  this 
area. 

Agreement  was  reached  in  the  investment  sub-group  in  June  1995.  In  the  agreement,  the 
Japanese  Government  noted  the  numerous  steps  it  had  taken  to  strengthen  shareholders'  rights 
and  improve  the  transparency  and  disclosure  of  financial  information.  In  addition,  the  Japanese 
Government  confirmed  that  foreign  investors  will  be  protected  from  any  anti-competitive  actions 
or  intimidation  that  may  hinder  or  impair  their  ability  to  undertake  M&A  in  Japan.  The  two 
governments  agreed  to  continue  consultations  on  these  issues  within  the  Framework  context. 
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INTRODUCTION 

This  chapter  begins  by  presenting  a  brief  overview  of  the  "pre-bubble"  international 
economic  environment  and  the  policies  employed  by  Japan  to  deal  with  the  effects  of  the  yen's 
sharp  appreciation  in  the  mid-1980s.  The  chapter  then  describes  in  greater  detaU  those  policies 
and  the  policies  that  eventually  led  to  the  early  1990s  coUapse  in  Japanese  stock  and  land  prices. 
Examined  next  is  the  question  concerning  the  connection  between  the  financial  bubble  and  the 
structures  and  practices  of  the  Japanese  financial  system.  The  chapter  then  turns  to  a  discussion 
of  the  aftermath  of  the  collapse  in  asset  prices:  stagnating  economic  growth,  the  highly 
publicized  scandals  in  the  securities  and  banking  industries,  and  the  emergence  of  sizeable 
amounts  of  non-performing  bank  loans.  The  chapter  concludes  with  a  description  of  some  of 
the  responses  undertaken  by  the  Japanese  Government  to  deal  with  these  problems. 

By  way  of  introduction,  the  two  standard  statistics  typically  used  to  describe  Japan's 
financial  bubble  of  the  1980s  are  the  near-tripling  of  equity  and  land  prices  between  year-end 
1985  and  year-end  1989.  At  its  peak  on  December  31,  1989,  the  capitalization  of  listed 
Japanese  shares  represented  42  percent  of  the  total  capitalization  of  world  stock  markets  (up 
from  15  percent  in  1980),  and  the  capital  value  of  stocks  traded  on  Japanese  stock  exchanges 
had  appreciated  from  around  29  percent  of  GNP  in  1980  to  151  percent  of  GNP  in  1989.  The 
land-price  bubble  was  not  quite  as  large,  peaked  later,  and  was  generally  localized  among 
Japan's  three  largest  cities:  Tokyo,  Osaka,  and  Nagoya.  Nevertheless,  by  1990,  the  market 
value  of  privately-owned  land  in  Japan,  relative  to  GNP,  had  risen  to  517  percent  from  286 
percent  in  1985. 

Japan  was  not  the  only  country  to  experience  asset  price  inflation  in  the  mid-to-late 
1980s.  Other  countries,  including  the  United  States,  also  experienced  rising  stock  and  real  estate 
prices  during  this  period,  as  weU  as  some  economic  dislocation  when  real  estate  prices 
eventually  corrected  for  the  overshooting.  In  Japan,  however,  these  price  trends  tended  to  be 
considerably  larger  than  elsewhere. 

THE  EMERGENCE  OF  THE  FINANCIAL  BUBBLE 

The  International  Economic  Enyiromnent 

Following  the  1979-80  oil  shock,  during  which  Japan  posted  its  first  current  account 
deficit  in  4  years  ($10.7  billion  in  1980),  Japan's  current  account  returned  to  surplus  in  1981 
and  increased  substantially  thereafter  during  the  early  and  mid-1980s.  Real  economic  growth 
during  this  period  averaged  3.5  percent,  led  by  growth  in  private  sector  domestic  demand  of  2.0 
percent  and  real  net  export  growth  equal  to  1.3  percent  of  GNP.  Public  sector  real  demand 
increased  only  0.1  percent  during  this  period,  reflecting  the  Japanese  government's  policy  of 
fiscal  consolidation  that  had  the  effect  of  reducing  the  general  government  balance  from  -3.8 
percent  of  GNP  in  1981  to  -0.8  percent  of  GNP  in  1985. 
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That  the  external  sector  was  a  major  factor  contributing  to  overall  growth  in  Japan  was 
helped  in  part  by  the  depreciating  value  of  the  yen  from  ¥203  per  dollar  at  year-end  1980  to 
¥251  per  dollar  by  year-end  1984,  and  by  strong  economic  growth  among  Japan's  major  trading 
partners,  including  the  United  States,  where  growUi  of  real  GDP  averaged  4.4  percent  (1983-85) 
and  growth  of  real  domestic  demand  averaged  5.3  percent.  As  a  result,  Japan's  global  trade 
surplus  increased  and  its  bilateral  trade  surplus  with  the  United  States  ballooned  from  $10  4 
billion  in  1980  to  $43.5  biUion  in  1985. 

With  concern  growing  about  the  differing  positions  in  the  economic  cycle  of  the  major 
industrial  countries  and  the  emergence  of  historically  high  trade  and  current  account  imbalances, 
the  Finance  Ministers  and  Central  Bank  Governors  of  the  G-5'  nations  convened  a  meeting  at 
the  Plaza  Hotel  in  New  York  in  September  1985  to  discuss  ways  to  reverse  global  trade 
imbalances  and  realign  exchange  rates  among  major  currencies. 

As  a  result  of  the  ensuing  agreement  among  the  G-5  ~  known  as  the  Plaza  Accord  ~ 
Japan  committed  to  undertake  economic  measures  to  expand  domestic  demand  in  order  to  boost 
imports.  The  Finance  Ministers  also  agreed  to  cooperate  more  closely  to  promote  an  orderly 
reaUgnment  of  foreign  exchange  rates.  By  1986,  the  yen  had  appreciated  60  percent  against  the 
dollar,  moving  from  an  average  of  ¥244  per  dollar  in  1985  to  an  average  of  ¥153  per  dollar  in 
1986. 

The  loss  in  Japanese  export  competitiveness  following  the  Japanese  yen's  appreciation, 
and  the  inability  of  the  Japanese  economy  to  quickly  pass  through  the  income  and  price  benefits 
of  a  stronger  yen  to  domestic  consumers,  reduced  Japan's  rate  of  economic  growth  in  1986  by 
one-half:  to  2.6  percent,  its  slowest  rate  of  expansion  in  the  1980s. 

Causal  and  Contributing  Factors  to  the  Bubble 

Until  1986,  asset  prices  in  Japan  had  risen  generally  in  line  with  the  nominal  growth  rate 
of  the  Japanese  economy.  As  measured  by  the  Nikkei-225  stock  index,  Japanese  equity  prices 
rose  at  an  annual  rate  of  13.5  percent  in  the  1970s  and  11.2  percent  during  the  first  half  of  the 
1980s.  Data  on  land  prices  indicate  roughly  similar  growth  trends:  10.3  percent  in  the  1970s 
and  6.9  percent  in  the  first  half  of  the  1980s. 

The  Early  Stage  of  Excess  Liquidity:  1986-87 

As  with  most  "bubbles,"  monetary  accommodation  was  a  key  ingredient  in  Japan's  land 
and  equity  price  bubbles.  But  the  run-up  in  asset  prices,  while  wages  and  prices  remained 
stable,  point  to  other  factors  as  well.  Classic  characteristics  of  bubbles  were  present:   claims 


'  The  G-5  consisted  of  the  United  States,  Japan,  West  Germany,  the  United  Kingdom,  and 
France. 
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that  Japan  was  unique  in  its  capacity  to  sustain  high  asset  values,  increasing  emphasis  on  trading 
for  profit  rather  than  holding  for  long-term  gain,  and  entry  into  the  market  of  new  players  who 
were  not  bound  by  traditional  notions  about  how  to  value  asset  prices. 

Concerned  that  the  yen  was  appreciating  too  rapidly  and  that  economic  growth  had 
slowed  too  much,  Japan's  monetary  authorities  embarked  on  a  policy  of  rapidly  easing  monetary 
policy.  In  January  1986,  the  Bank  of  Japan  reduced  its  official  discount  rate  (ODR)  from  5.0 
percent  to  4.5  percent.  This  reduction  was  followed  by  several  more  reductions  throughout  1986 
and  early  1987,  eventually  leading  the  Bank  of  Japan  to  establish  an  historic  low  for  the  ODR 
at  the  time  of  2.5  percent,  a  level  at  which  the  ODR  remained  until  May  1989.  Concurrent  with 
the  lowering  of  interest  rates  was  an  acceleration  of  the  growth  rate  in  Japan's  monetary 
aggregates:  M2  +  CDs,  the  standard  measure  used  in  Japan  for  the  money  supply,  grew  an 
average  of  9.6  percent  between  1986/87  versus  an  average  of  8.1  percent  between  1984/85. 

That  these  increases  in  liquidity  growth  did  not  spill  over  into  consumer  price  inflation 
is  a  critical  point  in  understanding  the  Bank  of  Japan's  behavior  during  this  period.  Helped  by 
an  appreciating  yen,  which  tended  to  keep  consumer  price  inflation  low,  the  Bank  of  Japan 
ostensibly  saw  no  immediate  need  to  modify  its  policy  of  providing  easy  credit  to  the  economy. 
Even  at  the  height  of  the  bubble  in  1989  and  1990,  consumer  price  inflation  was  not  a  serious 
problem.^  Consequently,  the  Bank  of  Japan's  low  interest  rate  policy  continued  throughout 
most  of  1989  until  the  Bank's  newly  appointed  Governor,  Yasushi  Mieno,  reversed  course  in 
December  1989  upon  taking  control  of  the  Bank. 

The  acceleration  in  nominal  monetary  growth  from  8.1  percent  to  9.6  percent  was  one 
factor  behind  the  sharp  rise  in  Japanese  asset  prices.  However,  an  even  more  important  factor 
was  the  significant  increase  in  borrowing,  largely  for  speculative  purposes,  that  the  Bank  of 
Japan's  low  interest  rate  policy  engendered. 

With  growth  of  real  demand  for  goods  and  services  temporarily  stunted  by  the  yen's 
appreciation,  Japanese  corporations  and  individuals  turned  their  sights  on  using  the  historically 
low  level  of  interest  rates  to  borrow  heavUy  and  invest  heavily  in  real  estate  and  financial  assets. 
This  practice  became  so  widely  practiced  in  Japan  at  the  time  that  a  new  word  was  coined  to 
describe  it,  zaitech,  which  loosely  defined  meant  speculating  in  financial  market  transactions  to 
increase  income.  By  1987,  both  Japanese  individuals  and  Japanese  corporations  were  engaging 
extensively  in  the  practice. 

As  Japanese  corporations  began  raising  funds  domestically  and  in  the  eurocurrency 
markets  substantially  in  excess  of  their  real  economic  needs,  they  channeled  these  funds  not  into 
purchases  of  goods  and  services  (hence,  the  low  rate  of  consumer  price  inflation),  but  into  stock 


^  Inflation  averaged  0.5  percent  1986-88.  Although  inflation  did  accelerate  to  2.3  percent 
in  1989  and  to  3.1  percent  in  1990,  these  increases  were  due  to  the  implementation  of  a 
nationwide  sales  tax  of  3  percent  in  April  1989.  By  1991,  consumer  price  inflation  had  receded 
to  1.6  percent. 
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and  real  estate  purchases.  In  1986,  Japanese  non-financial  corporations  increased  their  holdings 
of  financial  assets  by  ¥15.6  trillion;  and  in  1987  they  increased  their  net  holdings  by  another 
¥56. 1  trillion.  In  both  of  these  years  the  increases  were  larger  than  increases  of  earlier  years, 
and  by  1987  the  annual  increase  was  more  than  five  times  larger  than  the  1985  net  increase 
(¥10.4  trillion)  in  financial  assets  by  non-financial  corporations.  As  evidence  of  the  importance 
of  financial  speculation  to  the  bottom  lines  of  Japanese  corporations,  pre-tax  profits  of  Japan's 
largest  non-financial  companies  jumped  by  32  percent  in  1987,  of  which  one-third  of  this  gain 
was  due  to  increased  profits  from  trading  financial  assets. 

To  support  these  increases  in  financial  assets,  Japanese  corporations  borrowed  heavily 
both  domestically  and  offshore.  As  a  percentage  of  GNP,  Japanese  non-financial  corporate  debt 
rose  from  5.8  percent  of  GNP  in  1985  to  7.7  percent  of  GNP  in  1986,  and  then  to  20.5  percent 
of  GNP  in  1987. 

Within  the  household  sector  the  net  annual  increase  in  Japanese  household  financial  assets 
also  increased  sharply,  from  ¥39  trillion  annually  in  1985  to  ¥55  trillion  annually  by  1987.  Most 
of  this  increase  was  in  the  form  of  time  deposits,  but  increases  also  were  registered  in  life 
insurance  products  and  stocks.  Trading  volume  in  stocks  by  households  increased  from  281 
million  shares  traded  daily  in  1985  to  494  million  shares  traded  daily  in  1987.  Households  also 
took  on  sizable  increases  in  personal  debt,  aided  by  the  rising  values  of  the  stocks  and  real  estate 
they  held,  which  served  as  collateral  for  personal  loans.  Between  1985  and  1987,  household 
debt  more  than  doubled,  rising  from  3.2  percent  of  GNP  to  7.2  percent. 

With  interest  rates  low,  a  building  boom  also  got  underway  in  Japan  —  first  in  Tokyo, 
later  in  Osaka,  and  then  in  Japan's  other  major  cities.  In  1986,  new  housing  starts  in  the  Tokyo 
metropolitan  area  increased  by  21.7  percent.  In  1987,  they  increased  another  23.8  percent. 
Office  space  under  construction  in  both  1986  and  1987  more  than  doubled  what  was  under 
construction  in  1985.  The  building  boom  put  a  premium  on  Japan's  scarce  urban  land  on  which 
to  build  new  office  space  and  new  apartment  buildings.  This  in  turn  bid  up  real  estate  prices. 

As  shown  in  the  table  on  the  following  page,  between  1982  and  1985,  stock  and  land 
prices  advanced  14.5  and  3.3  percent  a  year,  respectively.  During  this  same  period,  the 
difference  between  nominal  monetary  growth  and  real  economic  growth  averaged  4.2  percent; 
the  central  bank's  official  discount  rate  averaged  5.2  percent;  the  annual  net  increase  in  financial 
assets  averaged  ¥117.6  trillion;  and  total  borrowing  by  households  and  private  non-financial 
corporations  averaged  13.6  percent  of  GNP. 

Beginning  in  1986,  and  continuing  through  1987,  virtually  every  category  in  the  table 
registered  an  increase  —  with  the  principal  exception  of  interest  rates,  which  by  1987  were  240 
basis  points  lower  than  in  1985.    The  gap  between  nominal  monetary  growtih  and  real  GNP 
increased  to  6.3  percent;  the  annual  net  increase  in  financial  assets  rose  to  ¥217  trillion;  and 
borrowing  by  households  and  non-financial  corporations  increased  to  28  percent  of  GNP.   In 
addition,  trading  volume  on  the  Tokyo  Stock  Exchange  increased  by  129  percent,  and  increases 
in  new  housing  units  and  new  office  space  under  construction  in  Tokyo  rose  51  percent  and  151 
percent,  respectively. 
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The  net  result  of  these  financial  transactions  was  a  sharp  rise  in  stock  and  land  prices. 
In  1986,  stock  prices  increased  by  42.6  percent  (as  measured  by  the  Nikkei  225)  and  land  prices 
in  the  Tokyo  metropolitan  area  increased  by  23.8  percent  ~  versus  a  nationwide  average  of  7.7 
percent.  In  1987,  the  stock  market  cooled  somewhat,  rising  15.3  percent,  but  this  increase  was 
inclusive  of  a  15  percent  drop  in  October  during  the  1987  'stock  market  break. '  Land  price 
inflation  accelerated  to  65.3  percent  in  Tokyo  and  to  21.7  percent  nationwide. 


II  Fiscal  Year 

1982-85        1986           1987 

1988           1989 

1990 

1991 

1992 

Net  Increase  in  Financial 
Assets^  (I  Tril) 
Percent  of  GNP(%) 

117.6 
39.4 

202.1 
59.5 

217.7 
61.1 

227.9 
60.1 

260.5 
64.2 

113.7 
30.7 

92.6 
20.2 

90.5 
19.3 

Net  Borrowing  by  House- 
holds and  Non-Financial 

Corporations  (I  Tril) 
Percent  of  GNP(%) 

40.1 
13.6 

40.5 
11.9 

98.7 
27.7 

109.4 
28.8 

130.7 
32.2 

97.1 
22.3 

42.1 
9.2 

17.2 
3.7 

Differency  Between  Nominal 
Monetary  Growth  and 
Real  GNP  Growth  (%) 

4.2 

5.7 

6.3 

4.8 

5.8 

5.1 

-1.0 

-0.5 

Average  Official  Discount 
Rate(%) 

5.2 

3.2 

2.5 

2.5 

3.6 

5.7 

5.3 

3.3 

TSE  Daily  Trading  Volume 
(Mils  of  Shares;  CY) 

344.0 

693.0 

946.0 

1020.0 

876.0 

483.0 

372.0 

264.0 

New  Office  Construction  in 
Tokyo  (Hectares) 

113.0 

263.0 

259.0 

281.0 

271.0 

311.0 

320.0 

354.0 

Rise  in  Stock  Prices  (%) 

14.5 

42.6 

15.3 

39.9 

29.0 

-38.7 

-3.6 

-26.4 

Rise  in  Land  Prices  (%) 
(Tokyo) 
(Nationwide) 

3.3 

3.2 

23.8 
7.7 

65.3 

21.7 

1.8 
8.3 

7.2 
16.6 

7.0 
11.3 

-8.4 
-4.6 

-14.9 
-8.4 

Source:  Annual  report  on  natic 
Economic  Statistics  A 
Posted  land  price  surv 
Annual  white  paper  oi 

jnal  accounts  by  the  Economic  PI 
anaal  by  the  Bank  of  Japan 
ey  by  the  National  T.and  Agency 
1  real  estate  conditions  in  Tokyo  1 

anning  Agency 

jy  the  National  Land  ^ 

Agency 

Extension  of  the  Financial  Bubble:  1987-89 

By  mid- 1987,  Japan's  domestic  economy  was  in  a  full-fledged  recovery  with  the  economy 
expanding  in  the  second  half  of  the  year  at  an  annual  rate  of  6.4  percent  and  industrial  production  up 


'  Financial  assets  consist  of  cash,  bank  and  postal  savings  deposits;  money  and  capital 
market  instruments;  bank  lending;  and  offshore  borrowing. 
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more  than  6.3  percent  over  the  previous  year.  Nevertheless,  the  Bank  of  Japan  not  only  continued 
its  policy  of  keeping  interest  rates  low,  but  accelerated  the  rate  of  monetary  growth  to  near  12  percent 
annually. 

One  explanation  for  why  the  Bank  of  Japan  acted  in  the  way  that  it  did  was  the  'stock  market 
break'  in  October  1987,  which  shaved  15  percent  off  the  Nikkei  225  stock  average  and  sent  stock 
markets  around  the  world  falling.  Following  the  October  1987  "break"  in  stock  prices,  the  Bank  of 
Japan  moved  quickly  to  provide  additional  liquidity  to  Japan's  financial  markets.  The  annual  rate  of 
monetary  growth  accelerated  from  10.8  percent  during  the  first  9  months  of  the  year  to  11.2  percent 
in  October  and  to  15.6  percent  in  November.  The  Bank  of  Japan  sustained  these  increases  throughout 
1988,  during  which  the  money  stock  expanded  by  another  11.2  percent. 

Buttressing  the  Bank  of  Japan's  decision  to  retain  an  accommodative  credit  policy  was  the  fact 
that  consumer  price  inflation  continued  to  remain  subdued,  at  0.1  percent  in  1987.  By  year-end  1987, 
not  only  had  the  Nikkei  225  regained  what  it  had  lost  in  October,  but  it  ended  the  year  up  by  more 
than  15  percent  over  its  1986  close. 

With  stock  prices  up  a  cumulative  64  percent  (1986-87)  and  land  prices  up  over  100  percent 
in  Tokyo  (1986-87),  Japan's  system  of  asset-based  collateralized  bank  lending  supported  larger 
increases  in  new  bank  lending.  In  1988,  new  lending  by  banks  increased  by  another  ¥31  trillion, 
bringing  total  loans  outstanding  in  the  Japanese  banking  system  to  89  percent  of  GNP.  In  combination 
with  funds  raised  from  other  sources,  including  equity-related  financing  (discussed  below),  offshore 
borrowing,  and  retained  earnings  ~  net  financial  assets  in  Japan  expanded  in  1988  by  ¥228  trillion. 

As  the  economy  gained  momentum,  Japan's  blue-chip  manufacturers  began  to  shift  to  other 
sources  of  finance  to  supplement,  and  in  some  cases  replace,  their  borrowing  from  banks.  It  was 
about  this  time  that  arguments  began  to  appear  about  the  significantly  cheaper  cost  of  capital  enjoyed 
by  Japanese  firms  and  the  competitive  cost  advantage  that  this  cheaper  capital  conferred  to  Japanese 
manufacturers  and  exporters.  In  addition  to  the  opportunities  to  generate  additional  income  through 
speculative  investments,  publicly-traded  corporations  also  took  advantage  of  the  rapidly  rising  stock 
market  to  raise  inexpensive  equity-linked  financing  (i.e.,  bonds  with  warrants  attached  and  convertible 
bonds). 

Equity-related  financing  represented  an  especially  attractive  source  of  financing  because  of  its 
virtually  cost-free  features  at  the  time.  In  1985,  new  issues  of  equity  warrants  and  convertible  bonds 
totaled  just  ¥3,455  billion.  However,  in  the  four  years  that  foUowed  (1986-89)  a  total  of  ¥47,227 
billion  in  new  warrants  and  convertible  bonds  were  issued.  Among  the  external  sources  of  funds  used 
by  corporations  (i.e.,  bank  loans,  fixed-income  issues,  commercial  paper,  and  equity-related  paper), 
equity-related  finance  rose  in  importance  from  6.8  percent  of  total  funds  raised  in  1985  to  13.3  percent 
of  total  funds  raised  in  1989.  By  1989,  the  coupon  rate  of  issuing  an  equity  warrant  was  just  88  basis 
points,  and  the  coupon  rate  on  convertible  bonds  was  zero. 

As  larger  Japanese  companies  opted  for  capital  market  instruments,  Japan's  banks  gradually 
shifted  the  focus  of  their  lending  toward  households,  smaller  businesses,  and  real  estate  lending;  and 
from  shorter  to  longer-term  maturities  in  order  to  sustain  their  income  growth.  These  trends  were 
especially  prevalent  among  Japanese  trust  banks,  which  turned  out  to  be  the  largest  lenders  to  the  real 
estate  market. 
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By  the  end  of  1989,  the  proportion  of  total  bank  loans  to  GNP  had  increased  to  103  percent, 
up  from  74  percent  of  GNP  in  1985.  Loans  to  the  real  estate  sector  had  doubled  from  Y17,2  trillion 
in  1985  to  ¥41.0  trillion  in  1989  —  for  an  average  annual  increase  of  24.6  percent.  The  annual 
increase  in  loans  to  the  business  sector  had  increased  from  ¥17  trillion  in  1985  to  ¥48.6  trillion  in 
1989.  And  the  annual  increase  in  loans  to  individuals  had  increased  from  ¥1.5  trillion  in  1985  to 
¥17.8  trillion  in  1989. 

In  addition,  the  loan  composition  of  bank  balance  sheets  also  had  changed.  At  the  end  of  1980, 
30  percent  of  bank  lending  went  to  large,  blue-chip  manufacturing  corporations.  By  1989  this  share 
had  dropped  to  15  percent.  Over  the  same  interval,  lending  to  the  real  estate  sector  had  risen  from 
10  percent  of  total  lending  to  23  percent. 

Land  Prices 

By  1990,  land  prices  in  Tokyo  were  140  percent  above  1985  prices.  Prices  in  Osaka  had 
increased  172  percent.  And  prices  in  Nagoya  were  up  83  percent.  Outside  of  the  major  cities,  the 
climb  in  land  prices  was  much  less  steep,  rising  at  an  annual  average  rate  of  6  percent  between  1985 
and  1990. 

Many  comparisons  have  been  drawn  with  land  values  in  other  countries  to  highlight  the 
magnitude  of  land  price  inflation  in  Japan  at  the  time.  One  of  the  most  striking  comparisons  was  that 
made  by  Stone  &  Ziemba  (1993)  that  the  total  stock  of  property  in  Japan  in  1990  was  worth  five  times 
the  total  stock  of  property  in  the  United  States  even  though  Japan's  land  area  is  only  about  4  percent 
that  of  the  United  States. 

Equity  Prices 

By  year-end  1989,  Japanese  stock  prices,  as  measured  by  the  Nikkei  225  stock  average,  had 
risen  to  ¥38,915  from  ¥13,113  at  the  end  of  1985,  an  increase  of  197  percent.  Most  of  the  increase 
occurred  in  the  2  years  1988-89  when  the  Nikkei  225  stock  average  rose  80.5  percent.  However, 
stock  prices  also  rose  in  1986  (by  42.6  percent),  despite  the  slump  in  Japan's  domestic  economy,  and 
again  in  1987  (by  15.3  percent),  despite  the  October  'stock  market  break. " 

Average  daily  turnover  of  stock  on  the  Tokyo  Stock  Exchange  totaled  415  million  shares  in 
1985,  but  by  May  1989,  nearly  1,000  million  shares  were  trading  daily  ~  of  which,  individuals 
accounted  for  26  percent,  trades  by  corporations  accounted  for  40  percent,  foreigners  9  percent,  and 
securities  companies  the  remaining  25  percent. 

COLLAPSE  OF  THE  BUBBLE 

Monetary  Policy 

By  1989,  the  Japanese  Government,  and  more  specifically  the  Bank  of  Japan,  saw  the  economy 
as  being  overheated,  the  yen  losing  strength  against  the  dollar  (the  yen  depreciated  in  value  by  7.7 
percent  in  1989),  and  the  skyrocketing  price  of  land  becoming  a  major  social  problem. 
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In  May  1989,  the  Bank  of  Japan  raised  its  official  discount  rate  by  75  basis  points  to  3.25 
percent.  The  ODR  was  raised  again  in  October  1989,  this  time  to  3.75  percent;  and  raised  again  on 
December  30,  1989,  to  4.25  percent. 

As  interest  rates  rose,  bond  prices  collapsed.  On  March  2,  1990,  the  ODR  was  raised  100 
basis  points  to  5.25  percent,  and  in  August  1990,  the  ODR  was  raised  to  6.0  percent.  In  a  little  more 
than  16  months,  the  cumulative  rise  in  the  ODR  was  3.5  percent,  or  350  basis  points. 

Accompanying  the  hikes  in  the  key  lending  rate  of  the  Bank  of  Japan  were  increases  in  bank 
short-term  interest  rates  from  4.24  percent  to  8.0  percent,  and  a  rise  in  long-term  interest  rates  from 
5.7  percent  to  8.9  percent.  With  consumer  price  inflation  essentially  stable  over  this  period  (i.e.,  2.3 
percent  in  1989  and  3.1  percent  in  1990),  real  interest  rates  rose  about  270  basis  points. 

The  Collapse  in  Asset  Prices 

With  interest  rates  rising,  the  higher  credit  costs  began  to  strain  leveraged  equity  and  real  estate 
positions.  The  Nikkei-225  stock  index  was  essentially  in  a  free-fall  during  the  first  half  of  1990, 
falling  from  a  high  of  ¥38,916  on  the  closing  day  of  1989  to  ¥31,940  by  June  30,  1990,  a  decline  of 
17.9  percent.  The  index  fell  even  more  rapidly  in  the  second  half  of  1990  following  Iraq's  invasion 
of  Kuwait,  losing  an  additional  25.3  percent  to  close  the  year  at  ¥23,849.  For  the  year  as  a  whole, 
Japanese  stock  prices  fell  38.7  percent  in  1990. 

Stock  prices  remained  fairly  stable  throughout  most  of  1991,  finishing  the  year  at  ¥22,984. 
However,  trading  volume,  a  critical  factor  driving  securities  firms'  profits  in  Japan,  continued  to 
decline.  From  a  peak  of  1,537  million  shares  traded  daily  in  February  1989,  average  daily  volume 
declined  to  484  million  shares  in  1990,  and  to  445  million  shares  in  1991. 

A  number  of  financial  market  scandals  in  late  1991  and  early  1992  coincided  with  a  renewed 
decline  in  Japanese  equity  prices.  By  mid-August  1992,  the  Nikkei  225  index  reached  its  then  post- 
bubble  low  of  ¥14,309:  a  cumulative  63  percent  decUne  in  the  value  of  the  market  from  peak  to 
trough.  From  the  end  of  1989  until  the  end  of  1992,  the  Japanese  stock  market's  capitalization, 
relative  to  GNP,  had  fallen  by  more  than  one-half. 

Land  prices  peaked  in  late  1990,  but  did  not  begin  to  fall  precipitously  until  the  fall  of  1991. 
The  general  pattern  of  real  estate  markets  at  a  turning  point  is  for  a  backlog  of  unsold  properties  to 
build  up  for  6  months  or  longer  before  prices  begin  to  adjust.  However,  restrictions  imposed  on 
lending  for  real  estate  investment  and  tightened  land  taxation  had  the  effect  of  accelerating  the 
deflation  in  land  prices.  In  April  1990,  Japan's  Ministry  of  Finance  issued  administrative  guidance 
in  the  form  of  an  official  notification  that  the  growth  of  lending  by  Japanese  financial  institutions  to 
real  estate  businesses  should  be  kept  below  the  rate  of  growth  of  total  bank  loans.  In  May  1991,  the 
government  strengthened  restraints  on  nonbank  lending  for  land-related  purposes.  By  year-end  1992, 
land  prices  had  fallen  21.4  percent  in  the  Tokyo  area,  35.0  percent  in  Osaka,  12.6  percent  in  Nagoya, 
and  12.6  percent  nationwide.  This  downward  trend  in  Japanese  land  prices  has  continued  up  through 
the  present  day. 
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OTHER  FACTORS  IN  THE  BUBBLE 

Constraints  on  Fiscal  Policy 

Japanese  fiscal  policy  was  either  neutral  or  restrictive  throughout  most  of  the  1980s.  This 
followed  from  the  Japanese  government's  twin  fiscal  objectives  at  the  time  of  reducing  the  centiral 
government's  budget  deficit  and  eliminating  the  issuance  of  deficit  financing  bonds  by  the  year  1990. 
That  the  government  steadfastly  adhered  to  this  policy  is  best  seen  in  the  sweep  of  the  twelve  years 
1978-90  when  net  public  sector  savings  swung  from  -8.7  percent  of  GNP  to  +2.7  percent  of  GNP. 

With  fiscal  policy  moving  in  a  contractionary  direction,  monetary  policy  bore  the  brunt  of  the 
burden  to  stimulate  domestic  demand,  accelerate  import  growth,  maintain  price  stability,  and  manage 
the  yen's  appreciation  in  an  orderly  manner.  Although  fiscal  stimulus  packages  were  eventually 
developed  in  the  fall  of  1986  and  the  spring  of  1987,  these  fiscal  measures  only  slowed  the  pace  of 
fiscal  contraction.  They  did  not  generate  any  appreciable  effects  on  the  real  growth  of  the  economy 
which  might  have  enabled  the  monetary  authorities  to  reassess  their  accommodative  stance. 

The  Impact  of  the  Structure  and  Practices  of  the  Japanese  Financial  System 

While  the  financial  bubble  in  Japanese  asset  prices  was  primarily  a  monetary  phenomenon, 
there  are  certain  features  of  the  Japanese  financial  system,  some  of  which  continue  to  this  day,  that 
amplified  the  severity  of  the  price  increases  once  the  financial  bubble  got  underway. 

First,  as  noted  in  Chapter  in,  because  of  the  keiretsu  system  of  stable  cross-shareholding,  only 
about  one-half  of  Japanese  equities  are  freely  tradable.  This  meant  that  as  funds  were  channeled  into 
Japan's  equity  market,  equity  prices  tended  to  rise  more  rapidly  than  they  would  have  had  there  been 
a  broader  supply  of  tradable  securities  across  which  to  diffuse  price  pressures. 

Second,  because  bank  lending  in  Japan  is  heavily  skewed  in  favor  of  collateral-based  lending, 
with  real  estate  being  the  preferred  form  of  collateral,  as  real  estate  values  rose  so  too  did  the 
borrowing  capacity  of  the  Japanese  general  public.  As  noted  previously,  the  balance  sheets  of 
Japanese  banks  expanded  sharply  during  the  latter  half  of  the  1980s. 

Third,  certain  Japanese  tax  and  land-zoning  policies  tended  to  keep  significant  amounts  of 
available,  unused  urban  land  off  the  Japanese  real  estate  market.  Among  these  policies  are  high 
capital  gains  tax  rates  that  tend  to  discourage  sales  of  private  land  holdings,  and  special  tax  exemptions 
for  agricultural  land,  including  agricultural  land  within  urban  areas,  which  tended  to  keep  large  tracts 
of  urban  land  essentially  vacant.  Consequently,  during  Tokyo's  residential  housing  and  commercial 
construction  boom  of  the  late  1980s  there  was  a  serious  shortage  of  available  land  on  which  to  build 
even  though  a  significant  amount  of  urban  land  was  close  at  hand  and  left  vacant  and  unused.  As  a 
result  of  these  policies,  funds  for  real  estate  investment  were  channeled  into  a  relatively  narrow  pool 
of  available  urban  land. 

Fourth,  as  noted  in  Chapter  IQ,  in  Japan's  system  of  corporate  governance  the  vast  majority 
of  outside  directors  come  from  current  and  retired  company  employees.  Moreover,  banks  and  other 
financial  institutions  are  the  major  shareholders  of  Japanese  stocks.  The  combination  of  company-run 
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boardrooms,  weak  shareholders'  rights,  and  inaccessibility  by  small  shareholders  to  company 
information  resulted  in  weak  internal  oversight  of  Japanese  bank  lending  policies.  This  was  especially 
true  during  the  late  1980s. 

Lastly,  market  psychology  plays  a  big  role  in  virtually  all  financial  bubbles,  and  in  Japan  it  was 
no  different.  Given  a  postwar  history  in  which  prices  of  assets  tended  to  go  in  only  one  direction,  up, 
and  given  the  view  in  Japan  that  land  is  an  extremely  scarce  and  safe  resource  in  which  to  invest,  once 
the  prices  of  assets  began  to  rise  it  produced  a  bandwagon  effect.  As  prices  tended  to  go  higher  and 
higher,  the  psychology  of  the  time  was  to  buy  more,  not  less,  and  to  incur  larger  amounts  of  personal 
and  corporate  debt  to  buy  at  ever  higher  prices.  Notably,  even  though  price-earnings  ratios  on  stocks 
were  at  exceptionally  high  levels,  70.6,  trading  volume  in  the  Tokyo  stock  market  in  1989  was  among 
the  world's  most  frenzied. 

THE  BUBBLE'S  AFTERMATH 

In  the  aftermath  of  the  collapse  of  the  financial  bubble,  the  Japanese  economy  has  experienced 
a  protracted  economic  slowdown,  persistently  weak  asset  prices,  deflation,  sharp  downturns  in 
corporate  business  profits,  general  deterioration  in  the  quality  of  commercial  bank  balance  sheets, 
ballooning  current  account  surpluses,  and  a  series  of  financial  market  scandals  that  have  cut  across 
several  sectors  of  the  Japanese  financial  services  industry. 

Economic  Stagnation 

Underlying  the  initial  collapse  in  Japan's  economic  growth  rate  were  the  successive  interest  rate 
hikes  in  1989  and  1990,  which  generated  a  renewed  rise  in  the  international  value  of  the  yen  and  the 
implosion  of  stock  and  land  prices.  Collectively,  these  events  necessitated  a  major  stock  adjustment 
process,  particularly  in  the  area  of  fixed  business  investment,  which  through  the  late  1980s  had  been 
a  major  source  of  Japan's  economic  expansion  —  accounting  for  45  percent  of  Japan's  economic 
growth  during  the  1987-90  period. 

This  led  to  a  marked  slowdown  in  new  real  business  investment  and  an  over  accumulation  of 
inventories  that  eventually  led  to  a  sharp  reduction  in  industrial  output.  Real  business  investment, 
which  had  expanded  fi-om  16.4  percent  of  GDP  in  1986  to  21.5  percent  of  GDP  by  1990,  slowed  to 
6.6  percent  growth  in  1991,  turned  negative  at  -4.7  percent  in  1992,  and  fell  another  9.3  percent  in 
1992.  The  inventory/shipments  ratio,  which  had  fallen  to  a  low  of  96.9  in  1989  (1990  =  100),  rose 
steadily  for  the  next  55  months  to  peak  at  123.6  in  1993,  roughly  18  percent  above  its  average  ratio 
for  the  period  1985-89.  Industrial  production,  which  had  kept  pace  until  the  spring  of  1991,  declined 
0.4  percent  in  the  second  half  of  1991  and  another  6.1  percent  in  1992.  By  year-end  1993,  industrial 
production  had  fallen  13  percent  below  its  first  quarter  1991  peak. 

With  the  economy  undergoing  a  period  of  structural  readjustment,  and  pessimism  about  short- 
term  economic  prospects  at  an  all-time  low,  financial  market  transactions  slowed  markedly. 
Borrowing  by  non-bank  corporations  fell  21  percent  in  1991  and  another  31  percent  in  1992.  The 
household  sector  reduced  its  borrowing  by  37  percent  and  38  percent,  respectively.  The  volume  of 
land  transactions  declined  by  16  percent  in  1991  and  13  percent  in  1992.  And  the  volume  of  stock 
trading  declined  by  23  percent  in  1991  and  29  percent  in  1992. 
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By  the  end  of  1992,  domestic  private  final  demand  in  Japan  had  fallen  1.1  percent.  In  1993 
it  fell  another  1.7  percent.  What  was  not  consumed  at  home  was  sold  abroad:  Japan's  current  account 
surplus  rose  from  $36  billion  in  1990  to  $73  billion  in  1991.   By  1993  it  had  risen  to  $131  billion. 

Weakened  Industry  Profits* 

The  weak  economy  produced  sharp  contractions  in  corporate  business  profits.  Pre-tax  income 
in  the  non-bank  business  sector  fell  12  percent  in  1991,  23  percent  in  1992,  and  21  percent  in  1993. 
Commercial  banks  suffered  declines  in  their  net  pre-tax  incomes  of  6  percent,  21  percent,  and  9 
percent,  respectively.  Securities  firms,  dependent  on  brokerage  commissions  for  income,  suffered 
declines  in  income  of  37  percent  and  26  percent  before  registering  a  gain  of  22  percent  in  1993. 

Among  the  hardest  hit  by  the  recession  and  the  decline  in  asset  prices  were  Japan's  real  estate 
companies.  They  suffered  losses  of  ¥512  billion  in  1991,  ¥1,009  billion  in  1992,  and  ¥873  billion  in 
1993.  Bankruptcies  among  real  estate  companies  climbed  from  244  in  1989  to  1,121  in  1991;  1,136 
in  1992,  and  775  in  1993. 

Problems  in  the  Banking  Sector 

Non-Performing  Loans  of  Japanese  Banks 

As  asset  prices  plummeted  and  the  economy  stagnated,  many  of  Japan's  banks  began 
experiencing  serious  problems  in  managing  their  increasing  exposure  to  non-performing  loans.* 
Disclosure  of  the  severity  of  the  problem  began  only  in  March  1993  when  Japan's  21  largest  banks, 
accounting  for  70  percent  of  total  banking  system  assets,  were  required  for  the  first  time  to  publicly 
disclose  their  non-performing  loans. 

The  initial  report  revealed  that  ¥13  trillion  in  loans  were  6  months  or  longer  overdue  in 
payment,  or  3.2  percent  of  these  banks'  total  credit  assets.  Not  included  in  the  figure  at  the  time  were 
loans  that  these  21  banks  had  either  restructured  at  lower  interest  rates  to  ensure  their  repayment,  or 
loans  where  additional  credits  had  been  extended  to  cover  interest  arrearages.  In  a  move  that  raised 
concerns  at  the  time  about  the  transparency  of  the  system,  banks  making  up  the  remaining  30  percent 
of  the  banking  system,  (i.e.,  regional  banks)  were  not  required  by  the  Finance  Ministry  to  disclose 
their  non-performing  assets. 

As  the  underlying  assets  backing  up  the  loans  continued  to  lose  value,  the  21  banks  reported 
in  March  1994  that  the  situation  for  the  21  largest  banks  had  deteriorated  further:  to  ¥14  trillion  or 
3.5  percent  of  their  total  credit  assets.  Individually,  the  degree  of  bad-loan  exposure  for  the  21  banks 
varied  from  2  percent  to  7  percent. 


*  Business  years  refer  to  fiscal  years,  ending  March  31. 

*  Defined  in  Japan  as  a  loan  to  a  bankrupt  borrower  or  a  loan  on  which  interest  is  in  arrears 
for  6  months  or  longer.   The  U.S.  definition  is  3  months. 
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By  March  1995,  the  situation  had  improved  only  marginally  —  the  21  banks  reported  non- 
performing  loans  of  ¥12.5  trillion.  In  addition,  for  the  first  time  the  Finance  Ministry  also  disclosed 
that  these  same  21  banks  had  about  ¥10  trillion  in  restructured  loans. 

Because  smaller  banks  making  up  the  remaining  30  percent  of  the  banking  system  were  not 
required  to  disclose  their  bad  loan  exposures,  except  those  loans  to  bankrupt  borrowers,  this 
discrepancy  has  led  to  increased  public  pressure  in  Japan  for  greater  bank  disclosure  —  particularly 
in  light  of  certain  private  sector  estimates  which  place  the  bad  loan  problem  nearer  to  ¥60-80  trillion 
for  the  financial  system  as  a  whole. 

Partly  in  response  to  these  calls  for  greater  disclosure,  on  June  6,  1995,  the  Japanese  Finance 
Ministry  announced  that  its  estimate  of  the  total  of  aU  bad  loans  and  all  restructured  loans  is  ¥40 
trillion  ($470  billion),  or  roughly  6  percent  of  total  Japanese  credit  institutions'  assets. 

Bank  Rescues 

As  noted  in  Chapter  U,  the  general  deterioration  of  bank  loan  portfolios  since  the  collapse  of 
the  bubble  has  claimed  a  number  of  financial  institutions,  primarily  small  banks  and  credit  cooperatives 
that  have  subsequently  been  merged  with  larger  financial  institutions.  Since  the  collapse  of  the 
financial  bubble,  2  banks,  7  credit  cooperatives,  and  2  securities  firms  have  had  to  be  absorbed  by 
other  banks  or  securities  firms. 

Capital  Adequacy  of  Japanese  Banks 

The  collapse  in  equity  prices  in  1990  also  raised  concerns  about  the  ability  of  Japanese  banks 
to  meet  the  new  Basle  minimum  capital  adequacy  rules  that  were  due  to  come  into  effect  in  March 
1993.  Under  the  terms  of  the  Basle  rules,  Japanese  banks  were  permitted  to  include  in  their  Tier  n 
capital  calculations  45  percent  of  the  market  value  of  their  unrealized  equity  gains.  As  long  as  the 
stock  market  held  its  value,  then  Japanese  banks  were  in  good  position  not  to  only  meet,  but  to  exceed 
the  8  percent  minimum.  However,  as  stock  prices  plunged  the  value  of  these  unrealized  equity  gains 
evaporated  rapidly. 

To  help  cushion  the  losses  on  unrealized  stock  gains  in  Tier  n  capital  calculations,  in  1990  the 
Finance  Ministry  began  permitting  Japanese  banks  to  borrow  term  subordinated  debt,  of  which 
Japanese  banks  borrowed  an  estimated  $7.3  billion  in  1991  and  $4  billion  in  1992.  However,  as  the 
permissible  limits  on  term  subordinated  debt  were  approached  in  September  1992,  the  Finance 
Ministry  took  the  additional  step  of  permitting  banks  to  begin  borrowing  perpetual  subordinated  debt, 
on  which  there  is  no  ceiling  in  terms  of  calculating  Tier  U  capital.  In  1992,  Japanese  banks  borrowed 
$2.8  billion  of  perpetual  subordinated  debt;  and  in  1993  they  borrowed  an  additional  $4.9  billion.  By 
1995,  57  percent  of  the  Tier  n  capital  of  Japan's  largest  21  banks  had  been  funded  through 
subordinated  debt  issues. 

All  21  major  Japanese  banks  required  to  meet  the  minimum  risk- weighted  capital  ratios  for  Tier 
I  and  Tier  n  capital  have  done  so  since  1993  ~  with  an  average  margin  of  150  basis  points.  As  of 
the  latest  reporting  period,  March  1995,  the  average  capital  ratio  of  these  21  banks  was  9.1  percent. 
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Among  smaller  banks  also  subject  to  the  same  minimum  8  percent  guideline,  all  met  the  minimum 
ratio  in  March  —  with  one  exception,  a  regional  bank. 

Financial  Industry  Scandals 

In  the  wake  of  the  collapse  of  asset  prices,  a  number  of  illegal  practices  and  management 
improprieties  in  the  financial  sector  also  came  to  light.  These  are  collectively  known  in  Japan  as  "the 
scandals. " 

The  'Recruit'  Scandal 

The  first  of  these  scandals  came  to  light  in  1988  during  the  height  of  the  financial  bubble  in 
what  was  known  at  the  "Recruit"  scandal.  This  scandal  involved  the  sale  of  unlisted  shares  in  1986 
to  well-known  politicians,  including  persons  on  the  staff  of  then  Prime  Minister  Noboru  Takeshita, 
Finance  Minister  Kiichi  Miyazawa,  and  former  Prime  Minister  Yasuhiro  Nakasone.  When  the  shares 
were  subsequently  listed  on  the  over-the-counter  market  in  1986,  the  price  of  the  shares  increased 
fourfold.  Most  of  the  76  investors  who  had  purchased  the  stocks  prior  to  their  listing  sold  them 
immediately  thereafter  for  a  substantial  gain.  When  details  of  the  stock  transactions  eventually  became 
public.  Prime  Minister  Takeshita  was  forced  to  resign. 

Subsequent  investigations  of  these  transactions  by  the  Japanese  Finance  Ministry  determined 
that  the  initial  sale  of  the  securities  had  occurred  at  a  fair  market  price.  However,  in  response  to 
public  criticism  over  the  special  treatment  accorded  certain  investors,  the  Tokyo  Stock  Exchange  and 
the  Japan  Securities  Dealers  Association,  with  Finance  Ministry  prodding,  issued  new  rules  in  1989 
limiting  the  amount  of  new  share  offerings  that  can  be  sold  to  any  one  individual  or  corporate 
purchaser. 

Loss  Compensation  Scandal 

The  most  widely-publicized  scandal  involving  the  securities  industry  centered  on  the  provision 
of  compensation  to  certain  clients  of  securities  firms  who  had  suffered  losses  in  the  stock  market 
collapse.  This  scandal,  known  as  the  "loss  compensation"  scandal,  came  to  light  in  the  fall  of  1991 
when  it  was  discovered  that  a  number  of  large  securities  firms,  including  all  four  of  Japan's  Big  Four 
securities  firms  (Nomura,  Daiwa,  Yamaichi,  and  Nikko),  had  been  compensating  certain  clients  for 
losses  incurred  in  stock  market  transactions.  These  loss  compensation  payments  were  made  in 
violation  of  an  earlier  issued  notification  from  the  Finance  Ministry  that  had  forbidden  the  payment 
of  loss  compensation.  As  the  scandal  unfolded,  it  was  revealed  that  payments  made  to  "select  clients" 
totaled  Y230  billion  (about  $2  billion). 

Although  the  "notification"  was  later  determined  to  be  not  legally  binding,  Japan's  Ministry 
of  Finance  assessed  fines  on  the  securities  firms  totaling  ¥53.2  billion.  In  addition,  the  Finance 
Ministry  temporarily  forbade  the  firms  involved  from  certain  business  activities.  Certain  offices  of 
the  securities  companies  had  to  be  temporarily  closed,  and  MOF  temporarily  suspended  the  firms  from 
participating  in  the  sale  and  underwriting  of  certain  government  security  issues  (over  100  public 
entities  temporarily  suspended  some  of  their  business  dealings  with  the  Big  Four).  In  addition,  the 
Finance  Ministry  asked  the  Big  Four  to  temporarily  suspend,  on  a  voluntary  basis,  all  transactions  with 
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corporate  customers,  and  asked  investment  advisory  companies  to  temporarily  suspend,  again  on  a 
voluntary  basis,  the  placement  of  securities  orders  with  the  Big  Four  securities  firms  and  their 
affiliates. 

Lastly,  several  prominent  executives  and  Board  Chairmen  of  securities  firms  were  forced  to 
resign  —  as  did  then  Finance  Minister  Ryutaro  Hashimoto,  who  voluntarily  resigned  to  accept 
responsibility  for  the  Finance  Ministry's  failure  to  have  properly  supervised  the  industry. 

The  Japan  Fair  Trade  Commission  later  determined  that  the  loss  compensation  payments  were 
in  violation  of  the  exclusive  business  practices  provisions  of  the  Antimonopoly  Act,  but  the  JFTC 
imposed  no  penalties  against  the  firms  for  the  violations. 

Stock  Ramping 

The  third  major  securities  scandal  occurred  in  the  fall  of  1991.  It  involved  Nomura  Securities, 
Tokyu  Railways  stock,  and  an  organized  crime  group  known  as  the  Inagawa-Kai,  in  a  suspected  stock- 
ramping  case  that  the  Japanese  Finance  Ministry  estimated  netted  Inagawa-Kai  ¥800  million  in  1989. 

Nomura  acknowledged  that  it  had  concentrated  trading  of  Tokyu  shares  in  1989  in  violation 
of  Article  54  of  the  Securities  Exchange  Law  that  prohibits  securities  firms  from  excessively 
recommending  that  investors  purchase  a  specific  stock  within  a  specific  period  of  time.  However, 
Nomura  denied  the  allegation  that  it  had  "ramped"  the  stock. 

Although  the  Finance  Ministry  said  it  could  find  no  evidence  to  substantiate  the  suspected  stock 
price  manipulation,  which  is  banned  under  Article  125  of  the  Securities  Exchange  Law;  in  October 
1991  the  Finance  Ministry  ordered  Nomura  to  suspend  all  equity  transactions  on  behalf  of  customers 
and  for  Nomura's  own  account  —  at  its  headquarters  branch  and  at  86  other  branches  —  for  up  to  six 
weeks.  Nomura  also  was  suspended  from  participating  in  underwriting  Japanese  government  bonds 
for  one  month.  In  addition,  Nomura  announced  the  resignation  of  two  executives  (the  Deputy 
President  and  a  Senior  Managing  Director)  and  a  reduction  in  executives'  salaries  of  20  percent,  for 
up  to  one  year,  as  a  means  of  taking  responsibility  for  the  Tokyu  case. 

In  December  1991,  the  Finance  Ministry  announced  that  its  investigation  showed  Nomura  had 
not  violated  Article  125  prohibiting  stock  price  manipulation. 

'Tobashi' 

The  fourth  scandal  involving  the  securities  industry  focussed  on  a  practice  known  as  tobashi, 
or  the  "parking"  of  certain  securities  in  other  customers'  accounts  through  repurchase  agreements  in 
order  to  overstate  gains  or  mask  losses  on  securities  transactions.  Typically,  these  transactions  took 
the  form  of  verbal  repurchase  agreements  in  which  a  securities  firm,  acting  on  behalf  of  a  corporate 
client,  would  sell  a  security  to  another  corporate  client  having  a  different  accounting  period.  In  this 
way,  the  seller  of  the  security  could  "window  dress"  its  balance  sheet  and  income  statement.  The 
corporate  client  purchasing  the  security  would  typically  agree  to  make  the  purchase,  conditioned  on 
a  commitment  that  it  would  benefit  from  the  transaction.  However,  when  several  securities  firms 
failed  to  make  good  on  their  commitments,  they  were  sued  by  their  corporate  clients  for  damages 
incurred. 
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In  testimony  before  the  Japanese  Diet  on  February  25,  1992,  then  Securities  Bureau  Director 
General  Nobuhiko  Matsuno  said  that  the  Ministry  of  Finance  would  investigate  the  involvement  of 
securities  firms  in  "tobashi"  transactions  and  whether  these  transactions  violated  any  legal  or 
administrative  prohibition  guaranteeing  returns  on  securities  investments.  At  the  time  it  was  noted 
Japan's  Securities  Exchange  Law  did  not  stipulate  guidelines  on  repurchase  agreements. 

In  late  April  1992,  the  Finance  Ministry  announced  that  it  would  take  administrative  penalty 
action  for  "tobashi"  against  one  second-tier  securities  firm,  Yamatane,  and  two  of  its  employees:  for 
the  firm,  a  temporary  suspension  of  business.  In  addition,  the  Finance  Ministry  issued  an 
administrative  notice  stipulating  that  bond  repurchase  agreements  in  the  future  must  be  concluded  at 
market  prices. 

The  number  of  securities  firms  involved  in  "tobashi"  was  relatively  limited,  but  the  court- 
ordered  payments  for  damages  were  more  substantial  than  in  the  case  of  the  loss  compensation 
payments. 

Falsified  Deposit  Receipts 

Within  the  banking  sector  there  were  several  scandals  as  well.  The  first  involved  several 
instances  of  the  use  of  falsified  bank  receipts,  with  the  cooperation  of  certain  bank  officials,  to  obtain 
loans  for  clients  for  speculative  purposes.  One  case  involved  forged  deposit  receipts  signed  by  a  bank 
employee  which  were  used  as  collateral  to  borrow  ¥261.4  billion  (over  $2  billion)  from  another 
financial  institution.  A  similar  case  involved  a  bank  branch  manager  who  was  later  arrested  for 
receiving  kick-back  money  for  arranging  loans  for  stock  market  speculators. 

The  most  notorious  case  involved  the  owner  of  an  Osaka  restaurant  who,  using  forged  deposit 
receipts  from  an  Osaka  credit  association  as  collateral,  obtained  loans  totaling  ¥240  billion  (over  $2 
billion  at  the  time).  The  restaurant  owner,  Mrs.  Nui  Onoue,  then  invested  the  proceeds  of  these  loans 
in  stocks  and  bonds,  including  stocks  of  the  Industrial  Bank  of  Japan,  of  which  she  became  the  largest 
single  shareholder.  When  stock  prices  crashed,  Mrs.  Onoue' s  highly  leveraged  position  came  crashing 
down  and  she  was  ultimately  driven  into  bankruptcy.  The  Osaka  credit  association  eventually  had  to 
be  merged  out  of  existence. 

Historical  Rate  Rollovers 

Although  not  technically  a  scandal,  authorized  foreign  exchange  banks  contributed  to  certain 
problems  in  transparency  by  allowing  certain  bank  clients  to  hide  losses  on  forward  foreign  exchange 
transactions  through  a  practice  known  as  "historical  rate  rollovers."  This  practice  involved  banks 
allowing  certain  customers  to  roll  over  forward  foreign  exchange  contracts  at  the  same  rate  they  were 
entered  into  when  the  settiement  date  arrived,  rather  than  requiring  their  customers  to  settie  the 
contracts  and  incur  losses  if  the  exchange  rate  had  moved  unfavorably. 

In  February  1992,  voluntary  orders  were  issued  through  the  Federation  of  Bankers  Associations 
prohibiting  banks  from  allowing  their  corporate  clients  to  rollover  their  forward  foreign  exchange 
contracts.  According  to  the  new  rules,  beginning  in  June  1992,  forward  foreign  exchange  transactions 
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would  have  to  be  settled  when  they  came  due  and  new  contracts  would  have  to  be  entered  into  using 
current  market  rates  in  order  to  improve  transparency.  At  the  time  of  the  annoimcement,  the  press 
estimated  that  the  losses  on  the  contracts  totaled  about  ¥2  trillion  at  Japan's  11  city  banks. 

To  further  buttress  the  actions  taken  in  1992,  on  March  1,  1994,  the  Finance  Ministry  issued 
an  additional  ordinance  requiring  all  listed  firms  to  disclose  in  a  footnote  to  their  income  statements 
their  unrealized  losses  (or  gains)  on  forward  foreign  exchange  contracts. 

THE  JAPANESE  GOVERNMENT'S  RESPONSE 

Creation  of  the  Securities  Exchange  Surveillance  Commission 

In  response  to  these  disclosures  about  improprieties  in  the  Japanese  stock  market,  public 
criticism  arose  over  the  Finance  Ministry's  dual  role  as  both  regulator  and  advocate  of  the  securities 
industry.  Although  the  Finance  Ministry  fought  vigorously  to  retain  its  full  authority  over 
supervision  of  the  securities  industry,  in  the  end  it  was  decided  that  certain  functions,  such  as 
supervising  stock  market  trading  practices  and  policing  violations,  should  be  broken  off  into  a  separate 
regulatory  agency:   the  Securities  Surveillance  and  Exchange  Commission. 

Legislation  authorizing  the  creation  of  the  SESC  to  supervise  securities  transactions  was  passed 
in  May  1992.  However,  in  a  partial  victory  for  the  Finance  Ministry,  the  SESC  was  empowered  only 
to  investigate  and  file  charges  in  the  case  of  violations  of  insider  trading,  loss  compensation,  price 
manipulation,  and  fraudulent  profit  reporting.  The  SESC  was  not  empowered  with  prosecutory  powers 
(the  latter  still  fall  within  the  domain  of  MOF  and  the  public  prosecutor's  office).  Moreover,  staffing 
of  the  SESC  was  to  come  from  the  Finance  Ministry,  with  personnel  seconded  on  a  rotational  rather 
than  a  permanent  basis.  On  the  other  hand,  the  three  commissioners,  at  least  initially,  were  to  be 
appointed  from  outside  the  ranks  of  former  Finance  Ministry  persoimel. 

Since  the  creation  of  the  SESC  in  1992,  the  staff  of  the  Commission  has  recommended 
5  securities  trading  cases  for  prosecution. 

Legal  Reforms 

Various  legal  reforms  also  were  undertaken  to  strengthen  the  regulation  and  supervision  of  the 
securities  industry.  In  addition  to  the  creation  of  the  SESC,  the  Securities  Exchange  Law  was 
amended  in  July  1992  to  increase  fines,  prohibit  the  payment  of  loss  compensation,  and  prohibit 
securities  firms  from  engaging  in  discretionary  fund  management. 

From  late  1991  through  early  1992,  the  Finance  Ministry  reviewed  its  administrative  notices 
applicable  to  securities  regulation  to  determine  those  notices  that  should  be  codified  into  law,  those 
notices  that  should  be  done  away  with,  and  those  notices  that  should  be  delegated  to  the  Tokyo  Stock 
Exchange  and  to  the  Japan  Securities  Dealers  Association  for  enforcement. 

In  a  move  designed  to  improve  transparency,  the  Finance  Ministry  also  committed  to  refrain 
from  issuing  verbal  administrative  guidance  in  the  future  with  respect  to  securities  market  regulations 
(but  not  banking  regulations)  and  to  establish  transparent,  legally-based  procedures  for  future 
administrative  action. 
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In  October  1994,  the  Administrative  Procedures  Law  was  enacted,  which  established  new 
guidelines  for  transparent  regulation  and  procedural  protections  for  dispositions. 

Lastly,  the  charter  of  the  Japan  Securities  Dealers'  Association  was  revised  to  make  the  JSDA 
a  more  effective  self-regulatory  organization.  In  early  1992,  the  JSDA  tightened  the  self  regulatory 
organization  rules  governing  the  allocation  of  new  equity  issues  and  the  pricing  of  off-market  securities 
transactions. 

Price-Keeping  Operations  ("PKO") 

In  the  immediate  aftermath  of  the  collapse  in  equity  prices,  the  government  was  initially  content 
to  let  market  forces  determine  the  level  of  stock  prices.  However,  as  the  market  continued  to 
deteriorate  through  1992,  the  government  began  to  assist  stock  prices  through  a  variety  of  "informal" 
tactics  known  in  Japan  as  "price-keeping  operations."  These  included  reports  of  moral  suasion  of 
financial  institutions  to  support  the  stock  market,  a  temporary  informal  ban  on  new  equity  financing, 
and  the  use  of  public  money  to  purchase  assets:  both  land  and  equity. 

Ban  on  New  Equity  Financing 

In  March  1990,  an  informal  moratorium  was  imposed  on  new  equity  financing.  This  was  done 
primarily  as  a  means  of  restricting  the  supply  of  new  equities  to  the  securities  market.  Initially,  the 
moratorium  was  imposed  only  on  new  equity  financing  by  existing  listed  companies.  However,  as 
stock  prices  continued  to  slide  in  1990,  the  moratorium  was  extended  to  new  equity  issues  of 
companies  going  public  for  the  first  time,  including  new  equity  issues  placed  in  the  over-the-counter 
market. 

By  the  summer  of  1990  the  moratorium  began  to  be  gradually  eased,  first  with  the  resumption 
of  the  issuance  of  new  convertible  and  equity- warrant  bonds,  and  then  with  resumption  of  new  equity 
issues  by  firms  going  public  for  the  first  time.  In  December  1993,  the  Finance  Ministry  announced 
a  limited  resumption  of  new  public  equity  issues  by  existing  listed  firms.    And  in  1994  the  last 
remaining  elements  of  the  moratorium  were  removed. 

Use  of  Public  Money 

Use  also  was  made  of  public  sector  funds  to  support  purchases  of  Japanese  equities.  Primarily 
this  was  done  through  funds  secured  through  initial  and  supplemental  budgets  of  the  central 
government  that  were  then  made  available  to  the  Ministry  of  Posts  and  Telecommunications  (MPT), 
which  oversees  the  postal  savings  and  postal  life  insurance  systems,  and  the  Ministry  of  Health  and 
Welfare  (MHW),  which  oversees  the  Japanese  public  pension  fund  system.  MPT  and  MHW  then  used 
these  funds  to  invest  in  Japanese  equities.  As  an  added  measure,  the  Finance  Ministry-imposed 
30  percent  ceiling  on  equity  investments  (80  percent  in  the  case  of  postal  life  insurance)  was 
selectively  lifted  for  MPT  and  MHW  investments  only. 

Since  FY  1992,  and  continuing  through  FY  1995,  a  total  of  ¥11  trillion  or  slightly  over  $100 
billion  has  been  allocated  to  MPT  and  MHW  for  these  special  investment  purposes.  Although  a 
precise  measure  of  the  percentage  of  these  funds  that  subsequently  were  invested  in  the  stock  market 
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by  MPT  and  MHW  is  not  available,  one  private  source  estimates  that  purchases  of  roughly  ¥2.7 
trillion  were  made  by  MPT  in  FY  1992,  and  purchases  of  about  ¥2.8  trillion  were  made  in  FY  1993.* 

Analysis  done  by  J. P.  Morgan  at  the  time  suggests  that  most  of  these  purchases  were 
concentrated  at  times  when  private  sector  investment  activity  was  extremely  low;  and  that  as  a  result 
of  this  buying  the  government  was  able  to  contribute  significantly  to  the  stock  market's  recovery  in 
the  faU  of  1992  and  the  spring  of  1993. 

The  Cooperative  Credit  Purchasing  Corporation 

To  help  deal  with  the  bad  loan  problems  of  Japanese  commercial  banks  and  overcome  some 
of  the  rigidities  in  Japanese  tax  law  regarding  the  treatment  of  bad  loans,  the  Cooperative  Credit 
Purchasing  Corporation  (the  CCPC)  was  established  in  January  1993,  with  encouragement  from  the 
Japanese  government,  as  a  joint  venture  of  162  Japanese  financial  institutions. 

The  purpose  of  the  CCPC  is  to  assist  member  banks  in  disposing  of  their  non-performing  loans. 
Although  the  structure  of  the  CCPC  is  somewhat  awkward,  and  partly  a  creature  of  Japan's  tax  system 
which  does  not  allow  Japanese  banks  to  write-off  bad  loans  at  their  own  discretion,  the  CCPC  has 
been  successful  thus  far  in  helping  Japanese  banks  dispose  of  ¥8.6  trillion  in  non-performing  loans  as 
of  March  31,  1995.    . 

A  typical  transaction  works  as  follows:  A  participating  bank  first  extends  a  credit  to  the  CPCC 
(at  interest),  which  the  latter  then  uses  to  purchase  the  non-performing  loan  being  offered.  The 
participating  bank  sustains  a  capital  loss  as  a  result  of  this  transaction  and  records  the  amount  of  the 
discount  as  an  income  loss  for  income  tax  purposes.  If  the  CCPC  is  able  to  dispose  of  the  collateral 
(typically  land)  underlying  the  non-performing  loan,  it  then  uses  the  proceeds  from  the  sale  to  repay 
the  loan  from  the  participating  bank,  which  books  either  a  gain  or  a  loss  depending  on  the  price 
obtained  at  disposition.  In  the  event  the  CCPC  is  unable  to  dispose  of  the  collateral  within  ten  years, 
the  participating  bank  is  obligated  to  reacquire  the  non-performing  loan  and  the  collateral. 

Macroeconomic  Policy  Actions 

To  support  economic  recovery  and  bolster  asset  prices,  for  the  last  several  years  the  Japanese 
government  has  pursued  more  expansionary  monetary  and  fiscal  policies.  In  the  area  of  monetary 
policy,  Japan's  official  discount  rate  has  been  reduced  eight  times  over  the  last  four  years.  The  first 
cut  came  in  July  1,  1991,  with  a  reduction  in  the  ODR  of  50  basis  points  to  5.5  percent.  Two 
addition  reductions  were  made  in  1991  totaling  100  basis  points.  In  1992,  with  the  stock  market  still 
falling  and  the  economy  showing  continuing  signs  of  stagnation,  two  additional  cuts  were  made  totaling 
125  basis  points,  bringing  the  ODR  by  year's  end  to  3.25  percent.  In  1994,  the  ODR  was  lowered 
further  to  a  new  historic  low  of  1.75  percent.  And  in  1995,  the  ODR  was  lowered  to  1  percent. 
Notwithstanding  these  reductions,  unlike  the  late  1980s,  the  lower  interest  rates  have  not  produced 
significant  accelerations  in  either  monetary  growth  (M2  +  CDs  expanded  just  2.1  percent  in  1994) 
or  an  acceleration  in  bank  lending  (banking  lending  is  down  -0.4  percent  over  the  last  2  years). 


*  Source:  J.P.  Morgan,  Economic  Research,  "Japan's  Public  Funds  in  the  Stock  Market,' 
July  30,  1993. 
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In  the  area  of  fiscal  policy,  the  government's  consolidated  budget  balance  has  once  again 
moved  into  deficit  (inclusive  of  social  security)  and  the  share  of  public  sector  spending  has  risen  from 
15.8  percent  of  GDP  in  1990  to  18.8  percent  of  GDP  in  1994.  Included  among  these  fiscal  actions 
have  been  four  economic  stimulus  packages  between  August  1992  and  February  1994,  several 
deregulation  packages,  and  two  additional  economic  programs  in  1995. 

The  first  of  these  stimulus  packages  was  developed  in  August  1992  following  the  stock  market's 
fall  below  the  ¥15,000  level.  That  package  included  ¥10.7  trillion  ($125  billion)  in  fiscal,  monetary, 
and  other  financial  measures.  In  April  1993,  the  government  announced  a  second  stimulus  package 
consisting  of  ¥13.2  trillion  of  public  works  spending,  loans  and  grants  to  private  firms,  and  tax 
incentives  for  residential  investment.  And  in  September  1993,  a  third  economic  stimulus  package  was 
developed  that  included  deregulation  measures  and  ¥6.2  trillion  in  additional  government  spending  and 
lending. 

By  early  1994,  the  government's  fiscal  authorities  recognized  that  a  even  more  aggressive  fiscal 
response  was  needed  to  offset  the  negative  effects  of  asset  price  deflation.  In  February  of  that  year 
a  fourth  economic  stimulus  package  was  developed,  this  time  consisting  of  ¥15.3  trillion  of  income 
tax  cuts,  increased  government  spending,  and  increased  lending  by  Japan's  public  sector  financial 
institutions. 

The  stimulus  packages  have  had  some  impact  in  offsetting  what  could  have  been  an  even  deeper 
recession  in  Japan.  Although  the  economy  contracted  0.2  percent  in  1993  and  expanded  only  0.5 
percent  in  1994,  real  public  sector  demand  expanded  by  8.5  percent  and  5.2  percent,  respectively,  thus 
preventing  a  contraction  in  the  real  economy  that  would  have  measured  an  additional  2  percent  in  the 
absence  of  fiscal  stimulus. 
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V.   THE  ROLE  OF  JAPANESE  FINANCE  IN  THE  WORLD  ECONOMY: 
IMPLICATIONS  FOR  THE  UNITED  STATES 

INTRODUCTION 

This  chapter  discusses  the  last  of  the  four  major  questions  posed  in  Chapter  I:  What  is 
the  role  of  Japanese  finance  in  the  world  economy  and  how  does  it  affect  U.S.  economic  and 
financial  interests? 

Five  areas  of  inquiry  are  reviewed  in  this  context:  (1)  Japan's  role  as  a  net  provider  of 
capital  to  global  financial  markets;  (2)  Japan's  bilateral  financial  assistance  to  developing 
countries;  (3)  Japan's  growing  financial  contributions  to  the  international  financial  institutions; 
(4)  the  impact  of  Japanese  capital  investment  in  the  U.S.  on  the  development  and  operation  of 
U.S.  macroeconomic  policies,  and  (5)  U.S.  financial  exposure  to  Japan's  financial  markets, 
including  the  role  of  Japanese  capital  in  financing  recent  U.S.  savings-investment  gaps. 

ROLE  OF  JAPANESE  FINANCE 

The  counterpart  of  Japan's  large  current  account  surpluses  since  the  mid-1980s  has  been 
a  substantial  outflow  of  capital  from  Japan.  For  at  least  the  last  15  years  Japan  has  generated 
high  levels  of  both  savings  and  investment,  with  the  former  generally  exceeding  the  latter  so  as 
to  produce  surplus  savings  that  were  then  invested  abroad  in  the  form  of  foreign  capital 
outflows. 

In  the  1980s,  Japan's  fiscal  consolidation  program  to  reduce  deficits  in  certain  parts  of 
the  government's  overall  budget  (i.e.,  eliminate  deficits  in  central  government  spending),  while 
retaining  substantial  budget  surpluses  in  social  security,  not  only  offset  an  ongoing  decline  in  net 
private  sector  savings  but  led  to  an  increase  in  Japan's  net  surplus  of  excess  savings.  Until  the 
early  1990s,  this  increase  in  public  sector  savings  sharply  boosted  Japan's  net  capital  outflows. 
Since  the  early  1990s,  net  private  sector  savings  has  been  on  the  increase  whereas  net  public 
sector  savings  has  been  declining.  The  net  effect  of  these  opposing  trends  has  been  a  small 
decrease  in  Japan's  combined  net  excess  of  domestic  savings  over  domestic  investment,  and  thus 
only  a  small  decrease  in  Japan's  still  sizable  capital  outflows. 

Japan's  Capital  Contributions  to  Global  Financial  Markets 

Between  1985  and  1994,  net  private  capital  outflows  from  Japan,  inclusive  of  net  short- 
and  long-term  outflows,  totaled  $745.0  billion,  of  which  net  long-term  outflows  were  $748.0 
billion  while  net  short-term  inflows  were  $3.0  billion. 

Most  of  Japan's  net  additions  of  private  claims  on  foreign  financial  assets  were  in  the 
form  of  private  sector  purchases  of  foreign  currency  bonds,  especially  U.S.  dollar-denominated 
bonds.  Many  of  these  bond  purchases  occurred  during  the  period  1986-89  when  Japan's  current 
account  surplus  was  growing  rapidly  and  potential  losses  on  investments  resulting  from  U.S. 
dollar  depreciation  were  only  slowly  beginning  to  be  felt.  According  to  OECD  statistics,  Japan's 
life  insurance  companies  were  particularly  aggressive  buyers,  increasing  their  allocations  of 
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foreign  securities  by  6.7  percent  during  this  period.  By  1990,  these  insurers  were  bumping  up 
against  the  maximum  permitted  ceUing  on  foreign  securities  holdings  of  30  percent  (29.9  percent 
in  1990). 

As  shown  in  the  table  below,  smaller  shares  were  invested  in  foreign  equities  and  in 
foreign  direct  investments  (i.e.,  purchases  of  real  estate  or  investment  in  companies  other  than 
portfolio  equity  investments).  On  the  other  hand,  Japanese  banks  were  net  foreign  borrowers, 
increasing  their  net  short-term  liabilities  by  $181  billion  while  extending  net  long-term  loans  of 
only  $39  billion. 


Net  Intematioiial  Private  Capital  Transactions  by  Japan 

1985-90 

1991-94                    1 

$  Billions 

Pet  of  Total 

$  Billions 

Pet  of  Total 

LONG-TERM  CAPITAL 

596.3 

179.3 

151.8 

36.8 

Net  Purchase  of  Foreign 

Bonds 

421.4 

126.7 

184.5 

44.8 

Net  Purchase  of  Foreign 

Equities 

110.8 

33.3 

-94.5 

-22.9 

Net  Foreign  Direct 

Investment 

164.6 

49.5 

74.5 

18.1 

Net  Cross-Border  Bank 

Lending 

39.2 

11.8 

-12.1 

-2.9 

Other  Long-Term  Capital 

-139.5 

^2.0 

-0.6 

-0.1 

SHORT-TERM  CAPITAL 

-263.7 

-79.3 

260.3 

63.2 

Banking  Sector 

-180.6 

-54.3 

204.2 

49.6 

Other  Short-Tenn  Capital 

-83.1 

-25.0 

56.1 

13.6 

TOTAL 

332.6 

100.0 

412.1 

100.0 

Beginning  in  1991,  net  long-term  private  investment  in  foreign  bonds  slowed 
dramatically.  Partly  this  was  in  response  to  sizable  losses  on  investments  due  to  currency 
changes,  estimated  by  one  source  at  $474  billion  since  1980\  and  partly  it  was  in  response  to 
developments  in  bond  markets  which  produced  a  significant  narrowing  of  interest  rate  spreads 
between  yen  and  U.S.  dollar-denominated  bonds.   From  1984-89,  the  average  interest  rate 


^  Richard  Koo,  Japan's  International  Capital  Flows,  Nomura  Research  Institute,  April 
1995,  pages  27  and  32. 
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Spread  between  Japanese  government  bonds  and  30-year  U.S.  Treasuries  favored  Treasuries  by 
375  basis  points.  However,  between  1992  and  1994  the  average  yield  spread  in  favor  of 
Treasuries  fell  to  197  basis  points. 

While  Japanese  buying  interest  in  foreign  currency  bonds  has  tended  to  vary  over  the  last 
several  years,  alternating  between  years  of  strong  bond  interest  and  years  of  weak  bond  interest, 
most  of  the  recycling  of  Japan's  excess  savings  (or  current  account  surpluses)  since  1991  has 
been  in  the  form  of  net  short-term  capital  outflows  by  Japanese  banks.  This  was  accomplished 
mainly  through  a  reduction  in  short-term  bank  liabilities  abroad  of  $220  billion  that  was 
substantially  larger  than  the  fall  in  Japanese  bank  short-term  assets  abroad  of  $26  billion. 
Operationally,  this  meant  that  as  interest  rates  declined  in  Japan  following  the  collapse  of  the 
Japanese  financial  bubble,  Japanese  banks  shifted  the  funding  of  their  foreign  assets  from  foreign 
to  domestic  sources.  Another  significant  source  of  recycling  in  recent  years  has  been  purchases 
of  foreign  securities  by  the  Bank  of  Japan. 

Japan's  sizable  capital  exports  over  the  last  10  years  have  been  a  substantial  factor  in 
financing  the  savings-investment  gaps  of  deficit  countries.  Using  the  sum  total  of  current  account 
deficits  by  deficit  countries  as  a  proxy  for  these  financing  gaps,  Japan's  net  capital  outflows  are 
estimated  to  have  financed  31  percent  of  the  world's  net  external  savings  requirements  between 
1985  and  1993  (the  last  year  for  which  comprehensive  current  account  data  are  available).  Roughly 
80  percent  of  this  financing  was  placed  with  OECD  countries  and  20  percent  was  placed  with  non- 
OECD  countries. 

In  addition  to  providing  liquidity  to  finance  other  countries'  savings-investment  gaps, 
Japanese  international  financial  transactions  also  increased  the  depth  and  liquidity  of  global  financial 
markets.  In  this  regard,  Japan's  provision  of  excess  savings  to  global  financial  markets  has 
contributed  to  lower  global  interest  rates.  In  fact,  in  some  circles  in  Japan  the  export  of  capital  is 
widely  viewed  as  being  highly  beneficial  to  the  global  economic  environment  and  an  appropriate 
objective  of  policy  because  of  savings  shortages  in  other  parts  of  the  world. 

Japan's  excess  savings  also  represent  lost  export  opportunities  for  the  rest  of  the  world. 
Greater  domestic  absorption  of  Japanese  savings  would  produce  many  of  the  same  benefits  through 
increased  exports  to  Japan  and  thus  stronger  income  growth  internationally.  To  the  extent  Japan's 
large  external  surpluses  may  at  times  contribute  to  increased  pressure  in  foreign  exchange  markets, 
a  reduction  in  Japan's  excess  of  savings  over  investment  would  have  the  added  benefit  of 
contributing  to  more  stable  foreign  exchange  rates. 

Japan's  Capital  Contributions  to  U.S.  Financial  Markets 

With  respect  to  the  United  States,  Japanese  net  investments  in  U.S.  securities  and  foreign 
direct  investment  have  filled  about  30  percent  of  the  U.S.  savings-investment  gap  since  1985.  Most 
of  these  investments  have  been  in  the  form  of  purchases  of  U.S.  Treasury  securities  (to  be 
discussed  later  in  the  section  on  The  Impact  of  Japan's  Capital  Outflows  on  U.S.  Macroeconomic 
Conditions).  Only  small  amounts  have  been  invested  in  U.S.  corporate  bonds  and  in  U.S.  equities. 
With  the  exceptions  of  1990  and  1992,  when  Japanese  investors  sold  $2.9  and  $3.6  billion  of  U.S. 
equities,  Japan  has  been  a  net  investor  in  the  U.S.  stock  market  each  year  since  1985. 
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In  1992,  Japan  overtook  the  United  Kingdom  as  the  largest  foreign  direct  investor  in  the 
U.S.  with  cumulative  direct  investment  of  $96.2  billion,  of  which  $72.8  billion  has  been  invested 
since  1986.  Of  this  total,  $33.9  billion  was  invested  in  wholesale  trade  operations,  $21.6  billion 
was  invested  in  finance  and  insurance,  $17.7  billion  was  invested  in  manufacturing,  and  $9.5  billion 
was  invested  in  U.S.  real  estate.  Collectively,  these  investments  produced  $45.9  billion  in  U.S. 
GDP  in  1994  (0.7  percent  of  total  U.S.  GDP),  employed  723,000  persons  (0.6  percent  of  total  non- 
agricultural  employment),  paid  $31.1  billion  in  employee  compensation,  and  invested  $15.6  billion 
in  new  productive  capacity  (2.5  percent  of  total  U.S.  investment  in  1994  in  new  plant  and 
equipment). 


Japanese  Net  Investments  in  the  U.S.  (1986-94) 


Stock 

(4/95) 

$  Billions 

Flow 
$  Billions 

Percent  of  Total 

Net  Japanese 

Investment 

Japanese 
Investment  as 
a  Percent  of 
U.S.  Market 

Purcha.se  of  U.S. 

Treasury  Securities  & 
Agencies^ 

243.7 

162.9 

62.5 

4.0 

Purchases  of  U.S.  Equities 

26.4 

26.2 

6.8 

0.4 

Purcha.ses  of  Corporate 
Bonds 

23.8 

18.9 

6.1 

1.3 

Foreign  Direct  Investment 

96.2 

72.8 

24.7 

21.6 

1  Total 

390.1 

280.8 

1 

Japan's  Financial  Contributions  to  Bilateral  Development  Assistance 

Japanese  development  assistance  has  typically  taken  two  forms:  direct  development 
assistance  administered  through  Japan's  budgetary  process  and  increased  access  to  Japan's 
financial  markets  by  multilateral  sovereign  borrowers,  such  as  the  World  Bank  and  the  Asian 
Development  Bank  which  have  issued  bonds  in  Japan's  samurai  bond  market  (i.e.,  the  issuance 
of  yen  securities  in  Japan  by  foreign  issuers). 

Since  1985,  Japan  has  contributed  $57  billion  in  direct  bilateral  development  assistance 
to  developing  countries  ~  accounting  for  18.4  percent  of  total  bilateral  aid  flows  by  OECD 
countries  between  1988  and  1992.   Excluding  military  debt  forgiveness,  Japan  became  the 
world's  largest  donor  of  bilateral  official  development  assistance  in  1991  —  overtaking  the  United 
States. 

Japan's  emergence  as  the  world's  largest  donor  of  ODA  partly  reflects  a  40  percent 
increase  in  yen  terms  in  Japan's  budget  allocations  to  ODA  since  1985,  and  partly  it  is  due  to 
valuation  effects  resulting  from  the  appreciation  of  the  yen. 


^  Includes  purchases  by  the  Bank  of  Japan. 
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Countries  in  Asia  have  been  on  the  receiving  end  of  65  percent  of  Japan's  ODA 
commitments  since  1985,  of  which  the  largest  individual  recipients  have  been  Indonesia  ($7.6 
billion),  China  ($6.7  billion),  the  Philippines  ($4.9  billion),  Thailand  ($3.5  billion)  and  India 
($2.7  billion).  During  this  same  period,  Japan's  ODA  commitments  to  Africa  totaled  $6.6 
billion  (11  percent  of  the  total)  and  aid  to  Latin  America  totaled  $4.8  billion  (7  percent  of  the 
total). 

Japanese  development  assistance  is  generally  distributed  in  the  form  of  loans  (32  percent 
of  the  total),  which  carry  repayment  grace  periods  of  10  years  and  charge  interest  rates  of  1-3 
percent.  Grants  make  up  23  percent  of  the  total,  funds  to  international  organizations  29  percent 
of  the  total,  and  technicjd  assistance  the  remaining  16  percent. 

With  respect  to  access  to  the  samurai  bond  market  by  multilateral  organizations, 
regulations  governing  the  issuance  of  securities  by  these  organizations  has  been  progressively 
eased  through  expansion  of  ceilings  on  maximum  issue  amounts  and  the  elimination  of  previous 
restrictions  on  the  frequency  of  issue.  The  first  large  issue  by  a  multilateral  organization  was 
completed  in  1986  by  the  World  Bank.  In  subsequent  years,  the  World  Bank  has  completed  a 
total  of  14  samurai  bond  issues  in  Japan  totaling  ¥765  billion  ($8  billion)  and  the  Asian 
Development  Bank  has  completed  7  bond  issues  totaling  ¥324  billion  ($3.8  billion). 

The  growth  of  Japanese  official  development  assistance  outflows  provide  some  important 
benefits  for  both  the  global  and  the  U.S.  economies.  The  most  important  benefit  of  increased 
Japanese  ODA  is  that  it  increases  the  funds  available  to  finance  investment  and  growth  in 
developing  countries.  To  the  extent  that  Japan's  increased  assistance  contributes  to  stronger 
growth  in  recipient  countries,  the  United  States  benefits  indirectly  since  stronger  economies  are 
better  markets  for  U.S.  exports.  On  the  other  hand,  to  the  extent  that  the  lending  component 
is  large  relative  to  the  grant  component,  this  assistance  is  less  valuable  to  recipients. 

Japan's  Contributions  to  the  International  Financial  Institutions 

As  Japan's  financial  resources  have  increased,  so  too  has  Japan's  stake  in  the  regular  and 
special  operations  of  the  international  financial  institutions  (i.e. ,  the  International  Monetary  Fund 
and  the  multilateral  development  banks). 

International  Monetary  Fund 

Japan  is  currently  the  second  largest  creditor  to  the  IMF,  behind  the  United  States,  and 
the  largest  creditor  country  when  scaled  for  relative  economic  size.  With  a  current  subscription 
of  SDRs  8,242  million  ($12.8  billion),  Japan  is  currently  tied  with  Germany  for  the  second- 
largest  quota  share.    This  is  nearly  double  Japan's  SDR  subscription  prior  to  the  1992  quota 
increase,  when  Japan  placed  fifth  in  terms  of  quota  share. 

Japan  has  been  a  ready  lender  to  the  IMF  to  supplement  the  Fund's  general  resources  and 
special  financing  arrangements,  such  as  the  Enhanced  Structural  Adjustment  Facility,  to  which 
Japan  has  extended  large  amounts  of  loans  and  committed  550  million  SDR  ($900  million)  for 
interest  rate  subsidies.  In  addition,  Japan  has  established  two  special  accounts:  one  for  assisting 
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member  countries  through  technical  assistance  ($33  million  as  of  January  1995),  and  the  other 
for  supporting  member  countries  to  resolve  overdue  obligations  to  the  IMF  ($97  million  as  of 
January  1995). 

Multilateral  Development  Banks 

Japan  is  the  second  largest  shareholder  in  the  multilateral  development  banks  (MDBs). 
Japan  is  also  now  the  largest  overall  contributor  to  the  concessional  loan  windows  of  these 
institutions.  Japan's  share  of  the  most  recent  MDB  concessional  loan  window  replenishments 
compared  to  the  agreed  U.S.  share  are  as  follows: 


Japan 


U.S. 


20.0% 

20.9% 

20.5% 

21.3% 

39.6% 

8.2% 

37.7% 

16.2% 

13.7% 

11.8% 

International  Development  Association  (IDA) 

Global  Environment  Facility 

Fund  for  Special  Operations  of  the  lADB 

Asian  Development  Fund 

African  Development  Fund 

The  substantial  appreciation  of  the  yen  has  dramatically  increased  the  U.S.  dollar  value 
of  the  contributions  which  Japzui  is  providing  to  the  concessional  loan  windows  and  has  bolstered 
Japan's  status  as  the  largest  donor.  Japan  also  has  compiled  an  excellent  record  of  timely 
payment  on  its  agreed  contributions  to  the  MDBs. 

Japan's  Shares  in  the  Multilateral  Development  Banks 


Japan 

Japan 

U.S. 

U.S. 

Multilateral  Development  Banks 

1985 

1994 

1985 

1994 

Hard  Loan  Windows: 

World  Bank  (IBRD) 

6.6% 

6.5% 

19.7% 

17.1% 

Int'l  Finance  Corporation 

4.5% 

7.1% 

25.4% 

22.7% 

Mult'l  Inv.  Guarantee  Agency 

- 

4.5% 

- 

21.6% 

Inter-American  Development  Bank 

1.1% 

1.1% 

35.1% 

34.7% 

Inter- American  Investment  Corp. 

- 

3.1% 

- 

25.5% 

Asian  Development  Bank 

13.7% 

21.8% 

13.7% 

11.1% 

African  Development  Bank 

4.7% 

4.9% 

5.7% 

5.9% 

European  Bank  (EBRD) 

- 

9.0% 

- 

8.3% 

Soft/Concessional  Loan  Windows: 

Int'l  Development  Association 

8.0% 

10.2% 

19.0% 

15.4% 

Global  Environment  Facility 

- 

26.0% 

- 

14.8% 

IDB  Fund  for  Special  Operations 

2.2% 

1.1% 

55.6% 

41.1% 

Multilateral  Investment  Fund 

- 

33.3% 

- 

33.3% 

Asian  Development  Fund 

47.1% 

37.8% 

19.2% 

17.6% 

Japan  Special  Fimd 

- 

100.0% 

- 

- 

African  Development  Fimd 

7.4% 

7.4% 

5.8% 

6.8% 
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While  financial  support  is  not  the  only  factor  which  determines  members'  ability  to  shape 
MDB  policies  and  operations,  it  is  a  particularly  important  element  of  influence.  Japan  has 
exercised  its  increased  financial  leverage  cautiously  and  selectively.  As  was  demonstrated  at  the 
Halifax  Economic  Summit,  Japan,  the  United  States,  and  other  G-7  countries  share  a  broad 
consensus  both  on  the  crucial  importance  of  the  MDBs  and  on  the  appropriate  development 
priorities  that  these  institutions  should  address  (i.e.,  sound  economic  management,  open  markets, 
private  sector  development,  poverty  reduction,  and  safeguarding  the  environment.  Japan  also 
works  cooperatively  with  the  United  States  in  ongoing  efforts  to  maintain  the  financial  integrity 
of  the  MDBs  and  to  improve  their  operational  effectiveness, 

Japan  attaches  major  importance  to  the  lessons  of  the  East  Asian  experience  and  how  the 
remarkable  economic  progress  which  Japan  and  other  countries  of  this  region  can  be  replicated 
effectively  in  the  design  of  MDB  programs  for  other  countries  and  regions.  While  the  United 
States  subscribes  to  the  emphasis  which  East  Asian  countries  have  placed  on  such  areas  as 
macroeconomic  stability,  human  resource  development,  the  establishment  of  a  professional  civil 
service,  and  export  growth,  the  United  States  has  questioned  the  replicability  of  other  policy 
features  -  such  as  the  interventionist  approach  to  industrial  development  and  subsidized  target 
credit  policies.  Other  policy  areas  of  major  interest  to  the  Japanese  include  expanding  MDB  co- 
financing  arrangements  with  private  and  public  financial  institutions  and,  in  the  case  of  IDA, 
ensuring  that  a  substantial  share  of  funding  is  allocated  to  the  borrowing  member  countries  of 
Asia.   In  this  context,  Japan  has  been  a  strong  advocate  of  MDB  lending  to  China. 

Japan's  financial  support  of  the  IMF  reflects  Japan's  growing  stake  in  the  international 
financial  system.  This  increased  stake  has  had  two  direct  effects  with  respect  to  the  United 
States.  First,  it  has  reduced  pressure  on  U.S.  financial  resources,  and  second,  it  has  resulted 
in  an  increased  voice  by  Japan  in  the  operations  of  the  IMF  relative  to  other  member  countries. 
Indirectly,  Japan's  greater  stake  in  the  international  financial  system  has  had  the  benefit  of 
enhancing  Japan's  appreciation  of  the  benefits  of  an  environment  of  open  trade  and  capital  flows, 
and  of  close  cooperation  with  other  principal  creditor  nations  on  a  broad  range  of  economic 
issues.  This  development  has  in  turn  increased  Japan's  willingness  to  contemplate  a  more  liberal 
approach  to  its  internal  structures  and  policies. 

The  Impact  of  Japan's  Capital  Outflows  on  U.S.  Macroeconomic  Conditions 

Japan's  international  capital  flows  do  not  bear  directly  on  the  formulation  of  U.S. 
macroeconomic  policies.  Macroeconomic  policies  are  developed  primarily  with  domestic 
objectives  in  mind,  taking  due  consideration  of  the  impact  of  macroeconomic  conditions  abroad, 
whether  in  Japan  or  elsewhere. 

In  the  area  of  fiscal  policy,  Japan's  investments  in  the  United  States  have  indirectly 
benefitted  the  implementation  of  U.S.  budget  policy  by  helping  finance  the  U.S.  savings- 
investment  gap,  thus  allowing  a  lower  financing  cost  of  U.S.  budget  deficits  and  slightly  smaller 
budget  deficits. 

In  the  area  of  monetary  policy,  the  Federal  Reserve  conducts  its  policy  as  guided  by  its 
legislated  mandate  that  specifies  "maximum  employment,  stable  prices,  and  moderate  long-term 
interest  rates."   In  this  context,  developments  in  Japan's  financial  markets  and  Japanese 
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investments  in  the  United  States  bear  only  indirectly  on  Federal  Reserve  monetary  policy 
decisions  insofar  as  they  may  influence  the  outlook  for  inflation  or  employment.  For  example, 
a  large  rise  in  the  U.S.  dollar's  value  in  terms  of  the  Japanese  yen  owing  to  Japanese  capital 
outflows  reduces  inflationary  pressures  through  lower  prices  of  imported  goods  from  Japan  or 
through  reduced  demand  for  U.S.  exports. 

Japanese  purchases  of  U.S.  Treasury  securities  behave  in  virtually  the  same  way  and  have 
the  same  properties  as  do  purchases  of  U.S.  Treasury  securities  by  domestic  investors  or 
investors  from  other  foreign  countries.  Stronger  bond  demand  by  domestic  or  foreign  sources 
tends  to  boost  bond  prices  and  lower  interest  rates;  weaker  demand  (or  sales  of  securities)  tends 
to  reduce  bond  prices  and  increase  interest  rates. 

Investors  from  Japan  were  not  the  only  foreign  purchasers  of  U.S.  Treasury  securities 
over  the  last  decade.  Purchases  of  U.S.  Treasuries  by  non-Japanese  foreign  buyers  were  nearly 
three-times  as  large  as  were  purchases  by  Japanese  investors.  Non- Japanese  investors  have 
purchased  $433.6  biUion,  or  24.8  percent  of  newly  issued  U.S.  government  debt,  since  1985. 
Japanese  purchases,  inclusive  of  purchases  by  the  Bank  of  Japan,  totaled  $162.9  billion,  or  9.3 
percent. 

Notwithstanding  Japan's  increased  buying  presence  in  recent  years  in  the  U.S.  Treasury 
market,  Japanese  investors  (including  the  Bank  of  Japan)  still  own  only  a  small  amount  of  total 
privately-held  U.S.  Treasury  debt  outstanding:  4.0  percent. 

U.S.  Exposure  to  Japanese  Financial  Markets 

This  section  reviews  three  dimensions  of  U.S.  exposure  to  Japanese  finance  and  Japan's 
financial  markets:  U.S.  equity  investment  in  Japan,  U.S.  bank  exposure  to  Japan,  and  Japanese 
investment  in  the  U.S.  With  regard  to  the  latter,  the  focus  is  on  liquid  investments,  such  as 
Japanese  bank  lending  to  U.S.  enterprises  and  Japanese  investments  in  U.S.  securities 
instruments. 

U.S.  Equity  Investment  in  Japan 

U.S.  investors  have  not  been  averse  to  increasing  their  equity  stakes  in  Japan  in  recent 
years.  Data  collected  by  the  U.S.  Department  of  Commerce  show  that  as  of  year-end  1994,  the 
net  equity  position  of  U.S.  investors  in  Japan  was  $66.2  billion.  This  estimate  of  the  stock 
position  of  U.S.  investors  reflects  adjustments  for  price  and  exchange  rate  changes.  Flow  data 
developed  by  the  U.S.  Securities  Industry  Association  (SIA),  which  are  probably  a  better 
indicator  of  U.S.  demand  for  Japanese  equities,  show  that  since  1985,  U.S.  residents  have  made 
net  investments  in  Japanese  equities  of  $27.3  billion.  These  investments  in  Japan's  equity 
market  represent  about  7.2  percent  of  total  U.S.  equity  investment  abroad  since  1985.  Of  the 
$27.3  billion  invested  in  Japan  since  1985,  $25.4  billion  was  invested  after  Japan's  financial 
bubble  collapsed  in  1990-91. 


106 


JAPANESE  FINANCE:  IMPUCATIONS  FOR  THE  UNTIED  STATES 


U.S.  Bank  Exposure  to  Japan 

U.S.  bank  exposure  to  Japan  is  a  relatively  small  component  of  overall  U.S.  bank 
lending.  As  of  year-end  1994,  U.S.  bank  exposure  to  Japan  was  $45.3  billion,  inclusive  of  $29 
billion  in  bank  guarantees.  This  figure  is  45  percent  smaller  than  in  1987  when  total  U.S.  bank 
exposure  was  $65.9  billion. 

U.S.  banks  decreased  their  exposure  during  the  "bubble  years"  of  1988-90;  then 
increased  their  exposure  in  1991  (to  $59.7  billion)  when  temporary  curbs  were  imposed  by 
Japan's  Ministry  of  Finance  on  real  estate  lending  by  Japanese  banks.  In  1992,  U.S.  banks  once 
again  reduced  their  exposure  (to  $41.2  billion).  Since  1992,  U.S.  bank  exposure  to  Japan  has 
fluctuated  around  $45  billion,  with  guarantees  making  up  around  60  percent  of  the  total. 

The  majority  of  U.S.  bank  exposure  to  Japan  is  in  the  form  of  guarantees.  Of  the 
roughly  $17  billion  in  loans  outstanding,  most  of  this  exposure  involves  short-term  bank  credits 
with  maturities  of  1  year  or  less  ($11.8  billion).  Only  $3.6  bUlion  involves  credits  with 
maturities  of  5  years  or  longer. 

While  U.S.  bank  exposure  to  Japan  is  not  insignificant,  neither  is  it  as  large  as  it  was 
during  the  height  of  the  Japanese  financial  bubble.  Aside  from  guarantees,  which  make  up 
roughly  60  percent  of  U.S.  bank  exposure  to  Japan,  U.S.  banks  have  generally  structured  their 
loans  to  Japanese  borrowers  primarily  with  credits  that  can  be  unwound  relatively  quickly. 
Long-term  lending  (i.e.,  loans  with  maturities  of  5  years  or  longer)  to  Japan  has  been  kept  to 
a  minimum,  representing  less  than  a  10  percent  claim  on  U.S.  reporting  banks'  exposure  in 
Japan. 

Measured  against  U.S.  reporting  banks'  total  assets,  exposure  to  Japanese  borrowers, 
inclusive  of  guarantees,  accounts  for  only  1.8  percent  of  U.S.  reporting  banks'  assets;  16.3 
percent  of  total  overseas  U.S.  bank  assets;  and  12.6  percent  of  U.S.  reporting  banks'  capital. 

Japanese  Investment  in  the  U.S. 

Although  Japanese  portfolio  investment  in  the  U.S.  has  increased  substantially  over  the 
last  decade,  it  still  represents  a  relatively  small  fraction  of  total  portfolio  investment  in  the  U.S. 
As  of  April  1995,  Japanese  investment  in  U.S.  equities  totaled  $26.3  billion;  investment  in  U.S. 
corporate  bonds  totaled  $23.8  billion,  and  investment  in  U.S.  government  securities  ~  including 
investments  in  government  agency  issues  ~  by  both  public  and  private  Japanese  sources,  totaled 
$243.7  billion. 

Of  these  totals,  Japanese  investment  in  the  U.S.  equity  market  represents  only  0.4  percent 
of  the  total  capitalization  of  U.S.  equity  markets,  and  only  0.7  percent  of  the  combined  annual 
turnover  of  the  New  York,  NASDAQ,  and  American  stock  exchanges.  Japanese  investment  in 
the  U.S.  corporate  bond  market  totals  only  1.3  percent  of  U.S.  private  fixed-income  instruments 
outstanding.  And  Japanese  investment  in  the  U.S.  Treasury  security  market,  inclusive  of 
purchases  by  the  Bank  of  Japan,  represents  only  4.0  percent  of  total  privately-held  U.S. 
Treasury  debt  outstanding. 
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As  of  year-end  1994,  66  Japanese  banks  operated  84  branches  and  46  agencies  in  the 
United  States  with  total  assets  of  $403  billion  (9.4  percent  of  total  U.S.  banking  system  assets), 
of  which  $107  billion  were  in  the  form  business  loans  (17  percent  of  business  sector  loans)  and 
$26.5  billion  were  in  the  form  of  real  estate  loans.  Japanese  banking  activities  tend  to  be 
concentrated  in  two  markets:  California,  where  Japanese  banks  have  a  22.6  percent  market 
share;  and  New  York,  where  Japanese  banks  have  a  25.4  percent  market  share.  Collectively, 
these  two  markets  account  for  90.5  percent  of  Japanese  banks'  assets  in  the  United  States. 

This  is  not  a  measure  of  Japan- sourced  financing,  however.  Japanese  banks  now  fund 
about  40  percent  of  their  assets  in  the  U.S.  with  funds  raised  in  the  U.S.  Moreover,  in  the 
highly  competitive  U.S.  market  other  banks  could  be  expected  to  step  in  if  there  were  any 
curtailing  of  activities  by  Japanese  banks.  As  the  United  States  moves  towards  full  interstate 
banking,  any  possible  localized  effects  will  be  reduced. 
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This  study  concludes  with  a  summary  of  the  main  conclusions  in  the  form  of  four 
questions  central  to  the  issues  raised  by  Congress. 

(1)       How  did  the  structure  and  practices  of  the  Japanese  financial  system  contribute  to  the 
"bubble  economy'  of  the  late  1980s  and  its  subsequem  collapse? 

A  key  characteristic  of  Japan's  financial  bubble  in  the  late  1980s  was  Japan's  excessive 
reliance  on  monetary  accommodation  to  slow  the  yen's  appreciation,  and  continued  monetary 
accommodation  long  after  the  economy  had  adjusted  to  the  shock  of  the  yen's  appreciation  and 
the  economy  was  in  a  recovery  trajectory.  Over-reliance  on  monetary  policy  to  simultaneously 
boost  economic  growth,  increase  imports,  and  mitigate  the  yen's  rise  was  engendered  in  part  by 
Japan's  policy  at  the  time  to  pursue  a  restrictive  fiscal  policy  to  eliminate  deficit  financing 
bonds.  Reliance  on  monetary  policy  led  to  rising  asset  prices,  most  visibly  in  the  equity  and  real 
estate  markets. 

Japan  was  not  the  only  country  to  experience  asset  price  inflation  in  the  mid-to-late 
1980s.  Other  countries,  including  the  United  States,  also  experienced  rising  stock  and  real  estate 
prices  during  this  period,  as  well  as  some  economic  dislocation  when  real  estate  prices 
eventually  corrected  for  overshooting.  In  Japan,  however,  these  price  trends  were  considerably 
larger  than  elsewhere. 

Once  asset  price  inflation  got  underway,  certain  features  of  the  Japanese  economic  and 
financial  systems  amplified  price  increases  across  asset  markets.  These  practices  included  the 
keiretsu  system  of  cross- shareholding,  which  narrowed  the  scope  of  equities  available  for  sale; 
certain  land-zoning  and  land-taxation  policies  that  limited  the  availability  of  urban  land  for  sale 
during  Japan's  late  1980s  construction  boom;  asset-based  bank  lending  practices  that  tended  to 
fuel  ever  larger  increases  in  liquidity  once  asset  prices  rose;  and  a  breakdown  in  internal 
oversight  of  bank  lending  policies  because  Japan's  system  of  corporate  governance  tends  to 
emphasize  internal  over  external  control.  Eventually,  a  general  psychology  took  hold  in  Japan 
that  meant  few  questioned  the  proposition  that  prices  of  land  and  equities  move  in  only  one 
direction  ~  up. 

An  appreciation  of  prices  eventually  became  a  bubble  as  prices  overshot  sustainable 
valuations.  As  part  of  this  process,  substantial  borrowing  was  undertaken  by  financial 
institutions,  non-financial  corporations,  and  households  to  speculate  in  the  stock  and  land 
markets.  The  annual  increase  in  household  debt  increased  more  than  ten-fold;  the  annual 
increase  in  non-financial  corporate  debt  increased  nearly  three-fold. 

The  financial  bubble  eventually  collapsed  following  a  tightening  of  monetary  policy  in 
1989  and  1990  that  included  five  increases  in  the  central  bank's  key  lending  rate  in  little  more 
than  a  year  and  a  substantial  slowdown  in  the  rate  of  monetary  growth.  Higher  interest  rates 
and  constraints  on  lending  growth  eventually  meant  highly-leveraged  speculative  positions  could 
not  be  sustained.    As  asset  prices  began  to  fall,  first  in  the  equity  market  and  later  in  the  real 
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estate  market,  a  substantial  amount  of  the  collateral  supporting  bank  loans  lost  value.   Averse 
to  realizing  losses  on  their  income  statements,  corporate  investors  tended  to  hold  rather  than  sell 
their  investments. 

Following  the  collapse  of  the  "bubble"  and  continuing  to  this  day,  the  Japanese  economy 
and  Japanese  asset  prices  have  remained  weak  and  under  pressure.  The  non-performing  loan 
problems  of  Japanese  banks  have  risen.  Weak  balance  sheets  of  Japanese  banks  and  other 
financial  institutions  in  Japan  have  contributed  to  weak  credit  growth  in  the  1990s.  Associated 
with  the  financial  bubble  and  its  collapse  were  a  series  of  fmancial  market  scandals  in  the 
banking  and  securities  industries. 

(2)       What  has  the  Government  of  Japan  done  to  liberalize  and  strengthen  the  Japanese 
financial  system? 

Over  the  last  decade  the  Japanese  financial  system  has  undergone  substantial  deregulation 
and  liberalization.  While  not  all  of  these  changes  address  specific  financial  market  practices  and 
policies  associated  with  the  bubble,  many  do  have  the  effect  of  strengthening  transparency, 
pricing,  and  competition  policies  within  the  Japanese  financial  system. 

For  example,  interest  rates  have  been  fully  liberalized,  with  the  result  that  bank  credits 
now  more  fully  reflect  true  market  conditions.  Inter-bank  money  markets  are  now  more 
accessible  to  foreign  financial  institutions,  with  funds  purchased  in  the  inter-bank  money  market 
now  bearing  market-determined  rates  of  interest.  Competition  in  the  banking  and  securities 
sectors  has  increased  through  the  addition  of  new  financial  instruments  and  through  crossover 
entry  into  other  lines  of  financial  business  (via  subsidiaries).  New  risk-management  techniques 
are  now  permitted  through  the  availability  of  exchange-traded  derivatives  products.  Restrictions 
on  cross-border  capital  flows  that  previously  had  the  effect  of  channelling  investment  funds 
through  certain  institutions  and  into  certain  financial  instruments  have  been  eliminated  in  all  but 
a  few  areas.  In  addition,  transparency  has  improved  with  the  codification  into  law  of  a  large 
number  of  administrative  notices.  Additional  progress  is  underway  with  the  gradual  substitution 
of  a  market- value  accounting  approach  to  valuing  assets  for  Japan's  traditional  book- value 
accounting  approach. 

A  variety  of  regulatory  changes  also  have  been  adopted  to  address  many  of  the  problems 
that  surfaced  in  the  aftermath  of  the  bubble's  collapse.  A  Securities  Exchange  Surveillance 
Commission  was  created  in  1992  to  oversee  trading  market  practices  in  the  securities  market  and 
to  recommend  criminal  charges  against  those  found  to  be  engaged  in  unfair  and  fraudulent 
practices.  The  practice  of  compensating  customers  for  losses  incurred  in  stock  market 
transactions  was  made  illegal.  Certain  other  practices  are  no  longer  permitted,  such  as  shifting 
securities  from  one  client's  account  to  another  client's  account  (i.e.,  tobashi)  to  take  advantage 
of  different  accounting  periods  to  hide  losses  and  "historical  rate  roUovers"  to  hide  losses  in  the 
case  of  adverse  forward  foreign  exchange  rate  movements.  In  addition,  rules  have  been  changed 
with  respect  to  pricing  off-market  transactions,  and  fines  have  been  increased  for  various 
financial-market-related  infractions. 
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There  also  have  been  improvements  in  the  area  of  corporate  governance.  Transparency 
was  improved  in  1993  when  the  minimum  amount  of  shares  that  a  shareholder  needed  to  own 
in  order  to  gain  imrestricted  access  to  a  company's  financial  records  was  reduced.  Transparency 
also  got  a  boost  from  new  segmented  disclosure  requirements,  new  rules  governing  disclosure 
of  related-party  transactions,  and  revisions  to  the  take-over  bid  system.  To  improve  outside 
oversight,  provisions  were  made  for  independent  auditors  and  outside  directors  in  1992.  Finally, 
individual  shareholder's  rights  were  improved  by  changes  to  Japan's  Commercial  Code  that 
substantially  lowered  the  cost  of  filing  derivative  lawsuits  by  shareholders. 

(3)  What  impact  will  these  regulatory  changes  have  in  terms  of  ensuring  the  safety  and 
soundness  of  the  Japanese  financial  system,  that  it  is  open  to  foreign  capital,  and  that 
foreign  investors  will  be  provided  with  a  level  playing  field? 

Throughout  the  late  1980s  and  early  1990s,  a  variety  of  changes  were  made  to  the 
Japanese  financial  system  to  improve  market  access  for  foreign  financial  services  firms.  These 
included  permission  to  establish  trust  banking  companies  in  Japan,  access  to  securities  licenses 
by  commercial  banks,  access  to  seats  on  the  Tokyo  Stock  Exchange,  participation  in  Japan's 
financial  futures  market,  competitive-bid  access  to  the  Japanese  government  bond  underwriting 
syndicate,  and  banking  licenses  for  securities  firms.  In  addition,  limited  access  was  permitted 
investment  advisory  companies  to  participate  in  the  management  of  private  pension  funds  in 
Japan,  and  full  access  was  permitted  to  establish  a  domestic  investment  trust  company. 

There  are  no  current  controls  on  the  inflows  of  foreign  capital  into  Japan,  either  in 
Japanese  equities,  Japanese  corporate  and  government  bonds,  or  foreign  direct  investment.' 
With  the  exception  of  certain  constraints  that  still  exist  on  bond  interest  rate  structures,  the  use 
of  commercial  paper  issued  by  non-bank  banks  and  Japanese  companies,  and  the  need  to  clarify 
whether  new  types  of  instruments  qualify  as  securities  under  the  SEL,  there  are  no  other 
constraints  or  impediments  on  foreign  companies  issuing  securities  in  Japan  to  raise  funds. 

As  a  result  of  the  February  1995  financial  services  agreement  between  the  United  States 
and  Japan,  U.S.  fund  managers  are  now  permitted  to  operate  both  a  mutual  fund  business  and 
an  investment  advisory  business  within  one  entity,  at  reduced  entry  costs.  Virtually  full  access 
is  now  permitted  to  U.S.  investment  advisory  companies  to  compete  for  management  mandates 
in  the  $200  billion  public  pension  fund  market,  and  a  commitment  is  in  place  to  remove,  in 
stages,  the  current  ceiling  on  market  access  to  the  $350  billion  corporate  pension  fund  market. 
In  addition,  past  restrictions  prohibiting  investment  advisors  from  offering  specialized  fund 
management  services  have  been  eliminated,  and  a  commitment  has  been  made  to  move  to  a  fuUy 
market-value  actuarial  accounting  system  by  1997.  Collectively,  these  changes  will  enable  U.S. 
fund  management  companies  to  compete  for  virtually  all  of  Japan's  pension  fund  management 
business  on  the  basis  of  their  relative  performance. 


*  Japan's  foreign  direct  investment  regime  prohibits  foreign  investment  only  in  the 
following  four  sectors:    agriculture,  leather,  mining,  and  petroleum  refining. 
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In  the  securities  area,  new  instruments  that  previously  were  not  permitted  have  been 
approved  for  sale  and  underwriting  in  Japan,  and  new  procedures  have  been  adopted  to  improve 
the  transparency  regarding  the  process  of  clarifying  whether  an  investment  constitutes,  or  may 
constitute,  a  "security"  under  the  SEL. 

In  the  cross-border  area,  past  restrictions  on  Japanese  residents'  access  to  the  offshore 
securities  markets,  both  as  issuer  and  as  investor,  have  been  removed,  subject  to  certain 
prudential  qualifications. 

(4)       What  is  the  role  of  Japanese  finance  in  the  world  economy,  and  how  does  this  affect  U.  S. 
economic  and  U.S.  financial  interests? 

The  counterpart  to  Japan's  large  current  account  surpluses  are  large  outflows  of  capital. 
Net  private  capital  outflows  since  1985  have  totaled  $745.0  billion,  of  which  $239. 1  billion  was 
placed  in  foreign  direct  investment,  $605.9  billion  was  invested  in  foreign  bonds,  and  $16.3 
billion  was  invested  in  foreign  equity  markets.  On  the  other  hand,  Japanese  banks  were  net 
foreign  borrowers,  increasing  their  net  short-term  liabilities  by  $181  billion  while  extending  net 
long-term  loans  of  $39  billion. 

Collectively,  Japan's  net  private  capital  outflows  filled  31  percent  of  the  savings- 
investment  gaps  of  deficit  countries  during  the  period  1985-94. 

Japan  also  has  been  a  major  financial  contributor  to  the  international  financial  institutions, 
the  largest  donor  of  MDB-related  concessional  financing,  and  in  recent  years  the  world's  largest 
donor  of  official  development  assistance.  During  the  Gulf  War  in  1990/91,  Japan  conoibuted 
$13  billion  in  economic  and  financial  assistance. 

A  significant  percentage  of  Japan's  capital  outflows  have  been  placed  in  the  United 
States,  mostiy  in  the  form  of  purchases  of  U.S.  Treasury  securities  and  in  foreign  direct 
investment.  Smaller  amounts  have  been  invested  in  the  U.S.  equity  and  corporate  bond  markets. 

Japanese  investments  in  U.S.  Treasury  securities  have  been  an  important  source  of 
fijiancing  the  gap  between  U.S.  investment  and  U.S.  savings,  providing  an  estimated  30  percent 
of  the  U.S.  savings  shortfall.  These  investments  have  added  depth  and  liquidity  to  U.S. 
financial  markets  and  have  lowered  the  overall  cost  of  financing  government  expenditures  and 
corporate  investment. 

Although  the  share  of  Japan's  holdings  of  U.S.  Treasury  securities  has  increased 
significantiy  in  recent  years,  Japanese  holdings  of  privately-held  U.S.  government  debt,  inclusive 
of  holdings  by  Japan's  central  bank,  totals  just  4.0  percent. 
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TABLE  1  -  GROSS  DOMESTIC  FRODUCT 


TABLE  1 


Gross  Domestic  Product 


Year 


1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
196S 
1969 

1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 

1990 
1991 
1992 
1993 

1994 


In  Billions  of 

In  Billions  of 

Real  Growth 

Japanese  Yen 

U.S.  Dollars 

(Percent) 

¥16.009.7 

$44.5 

%13.1 

19,336.4 

53.7 

11.7 

21.942.7 

61.0 

8.8 

25,113.2 

69.8 

8.5 

29,541.3 

82.1 

11.4 

32,866.0 

91.3 

5.7 

38,170.0 

106.0 

10.4 

44,730.5 

124.3 

11.0 

52,974.9 

147.2 

12.2 

62,228.9 

172.9 

12.1 

73.344.9 

203.7 

10.2 

80.701.3 

231.0 

4.3 

92.394.4 

304.8 

8.2 

112.498.1 

414.1 

7.6 

134.243.8 

459.6 

-0.6 

148,327.1 

499.8 

2.9 

166,573.3 

561.7 

4.2 

185,622.0 

691.3 

4.7 

204,404.1 

971.3 

4.9 

221,546.6 

1,011.0 

5.5 

240,175.9 

1,059.3 

3.6 

257,962.9 

1,169.6 

3.6 

270,600.7 

1,086.4 

3.2 

281,767.1 

1,186.3 

2.7 

300,543.0 

1,265.3 

4.3 

320,418.7 

1,343.2 

5.0 

334,608.6 

1.985.5 

2.6 

348,425.0 

2,408.9 

4.1 

371.429.0 

2,898.3 

6.2 

396,197.0 

2,871.5 

4.7 

424,537.2 

2,932.1 

4.8 

451,296.9 

3,350.1 

4.3 

463,145.3 

3,656.9 

1.1 

465,972.4 

4,190.4 

-0.2 

469,148.7 

4,589.1 

0.5 

Note:   Figure  for  1960  is  real  growth  in  Gross  National  Product. 
Source:    Organization  for  Economic  Cooperation  and  Development 
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TABLE  S  -  MONEY  SUPPLY 


TABLES 

Money  Supply,  Nominal  and  Growth  Rate 
(M2  plus  Certificates  of  Deposits,  Average  Outstanding) 


Year  In  Billions  of  Percentage  Change 

Yen  from  Previous  Year 

1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 

1990 
1991 
1992 
1993 
1994 


Y477,718 

18.3 

575,437 

20.5 

728,125 

26.5 

893,369 

22.7 

999,819 

11.9 

1,130,832 

13.1 

1,301,738 

15.1 

1,449.872 

11.4 

1,620,195 

11.7 

1,812,232 

11.9 

1,978,716 

9.2 

2,155,266 

8.9 

2,353,359 

9.2 

2,526,400 

7.4 

2,723,600 

7.8 

2,951,827 

8.4 

3.207.323 

8.7 

3,540,364 

10.4 

3,936,668 

11.2 

4,326,709 

9.9 

4,831,186 

11.7 

5,006,816 

3.6 

5,036,241 

0.6 

5,089,787 

1.1 

5,194,212 

2.1 

Economic  Statistics  Monthly. 

various  issues 

TABLE  6  -  OFFICIAL  DISCOUNT  RATE 


TABLE  6 

Official  Discount  Rate' 
(End  of  Period  for  Year  Sliown) 

Year  Discount  Rate 

1980  7.25 

1981  5.5 

1982  5.5 

1983  5.0 

1984  5.0 

1985  5.0 

1986  3.0 

1987  2.5 

1988  2.5 

1989  4.25 

1990  6.0 

1991  4.5 

1992  3.25 

1993  1.75 

1994  1.75 

*  Bank  of  Japan's  discount  rate  of  commercial  bills 
and  interest  rates  on  loans  secured  by  government 
bond,  specially  designated  securities  and  bills 
corresponding  to  commercial  biUs. 

Source:   Bank  of  Japan,  Economic  Statistics 
Monthly.  No.  560,  November  1993,  p.  22 


TABLE  7  -  OFFICIAL  DISCOUNT  RATE  ADJUSTMENTS 


TABLET 


Official  Discount  Rate  Adjustments 


Effective  Date 


Increase  (+)/Decrease  (-) 
(in  Basis  Points) 


Level 
(Percent) 


November  2,  1979 

February  19,  1980 
March  19,  1980 
August  20,  1980 
November  6,  1980 

March  18,  1981 
December  11,  1981 

October  22,  1983 

January  30,  1986 
March  10,  1986 
April  21,  1986 
November  1,  1986 

February  23,  1987 

May  31,  1989 
October  11,  1989 
December  25,  1989 


+  100 

+  175 

-75 

-100 

-100 
-75 

-50 

-50 
-50 
-50 
-50 

-50 

+75 
+50 
+50 


6.25 

7.25 
9.0 
8.25 
7.25 

6.25 
5.5 

5.0 

4.5 
4.0 
3.5 
3.0 

2.5 

3.25 
3.75 
4.25 


March  2,  1990 
August  30,  1990 

July  1,  1991 
November  14,  1991 
December  30,  1991 

April  1,  1992 
July  27,  1992 

February  4,  1993 
September  21,  1993 

April  14,  1995 


+  100 
+75 

-50 
-50 
-50 

-75 
-50 

-75 
-75 

-75 


5.25 
6.0 

5.5 
5.0 
4.5 

3.75 
3.25 

2.5 
1.75 

1.00 


Source:    Bank  of  Japan,  Economic  Statistic  Monthly.  No.  568,  July  1994. 


TABLE  8  -  LONG  TESM  INTEREST  RATES,  JAPAN  AND  THE  U.S. 


TABLES 

Long  Term  Interest  Rates,  Japan  and  the  United  States 


Japan'  United  States"  Differential 


1980  8.9  11.5  +2.6 

1981  8.4  13.9  +5.5 

1982  8.3  13.0  +4.7 

1983  7.8  11.1  +3.3 

1984  7.3  12.4  +5.1 

1985  6.5  10.6  +4.1 

1986  5.1  7.7  +2.6 

1987  5.0  8.4  +3.4 

1988  4.8  8.8  +4.0 

1989  5.2  8.5  +3.3 

1990  7.0  8.6  +1.6 

1991  6.4  7.9  +1.5 

1992  5.3  7.0  +1.7 

1993  4.3  5.9  +1.6 
1994 4.4 7^1 +2.6 

•  Interest  rate  on  ten  year  Japanese  Government  Bond  (JGB). 
'  Interest  rate  on  ten  year  Treasury  Bond. 

Source:   Organisation  for  Economic  Co-Operation  and  Development,  OECD  Economic  Outlook.  June  1994,  Annex 

Table  34,  p.  A37,  and  December  1994,  Annex  Table  35,  p.  A38.  


TABLE  9  -  SHORT  TERM  INTEREST  RATES,  JAPAN  AND  THE  U.S. 


TABLE  9 


Short  Term  Interest  Rates,  Japan  and  the  United  States 


fapan* 

United  States'" 

10.9 

11.4 

7.4 

14.0 

7.0 

10.6 

6.7 

8.6 

6.5 

9.5 

6.6 

7.5 

5.1 

6.0 

4.2 

5.8 

4.5 

6.7 

5.4 

8.1 

7.7 

7.5 

7.2 

5.4 

4.3 

3.4 

2.9 

3.0 

2.2 

4.2 

Differential 


1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 

1990 
1991 
1992 
1993 

1994 


+0.5 
+6.6 
+3.6 
+  1.9 
+3.0 
+0.9 
+0.9 
+  1.6 
+2.2 
+2.7 

-0.2 

-1.8 

-0.9 

+0.1 

+2.0 


'  Interest  rate  on  3  to  6  month  Certificates  of  Deposit. 
^  Interest  rate  on  three  month  Treasury  Bills. 

Source:    Organisation  for  Economic  Co-Operation  and  Development,  OECD  Economic  Outlook.  June  1994,  Annex 
Table  34,  p.  A37,  and  December  1994,  Annex  Table  35,  p.  A38. 


TABLE  10  -  CALL  MONEY  mXEREST  RATES 


TABLE  10 

Call  Money  Interest  Rates 
(End  of  Period) 


Year  UncoUateralized                                         Collateralized 

Overnight  Overnight 

1986  4.6  4.4 

1987  4.1  4.0 

1988  4.4  4.1 

1989  6.7  6.5 

1990  8.3  8.3 

1991  5.6  5.5 

1992  3.9  3.8 

1993  2.4  2.4 

1994  2.3  2.2 

Source:  Bank  of  Japan,  Economic  Statistics  Monthly,  various  issues. 


TABLE  II  -  NEW  JGB  ISSUES  IN  THE  INTHAL  BUDGET 


TABLE  11 

New  Japanese  Government  Bond  Issues  in  the  Initial  Budget 

(BiEions  of  Yen) 

Fiscal  Year  Construction                       Deficit  Bonds  Total 

bonds 

1965  0  0  0 

1966  730  0  730 

1967  800  0  800 

1968  640  0  640 

1969  490  0  490 

1970  430  0  430 

1971  430  0  430 

1972  1,950  0  1,950 

1973  2,340  0  2,340 

1974  2,160  0  2,160 

1975  2,000  0  2,000 

1976  3,325  3,750  7,275 

1977  4,430  4,050  8,480 

1978  6,050  4,935  10,985 

1979  7,215  8,055  15,270 

1980  6.785  7,485  14,270 

1981  6,785  5,485  12,270 

1982  6,516  3,924  10,440 

1983  6,365  6,980  13,345 

1984  6,225  6,455  12,680 

1985  5,950  5,730  11,680 

1986  5,700  5,246  10,946 

1987  5,520  4,981  10,501 

1988  5,690  3,151  8,841 

1989  5,780  1,331  7,111 

1990  5,593  0  5,593 

1991  5,343  0  5,343 

1992  7,280  0  7,280 

1993  8,130  0  8,130 

1994  10,509  3,134  13,643 
1995 9,747 2,851 12,598 

Source:  The  Ministry  of  Finance 


TABLE  12  -  GENERAL  ACCOXJNT  BORROWING  REQUIREMENT 


TABLE  12 
General  Account  Borrowing  Requirement 


Fiscal  Year*  In  TriUions  of  ¥  In  %  of  GNP 

1960  0.0  0.0 

1961  0.0  0.0 

1962  0.0  0.0 

1963  0.0  0.0 

1964  0.0  0.0 
1965^  0.197  0.6 

1966  0.666  1.7 

1967  0.709  1,5 

1968  0.462  0.8 

1969  0.413  0.6 

1970  0.347  0.5 

1971  1.187  1.4 

1972  1.950  2.0 

1973  1.766  1.5 

1974  2.160  1.6 

1975  5.281  3.4 

1976  7.198  4.2 

1977  9.561  5.0 

1978  10.674  5.1 

1979  13.472  6.0 

1980  14.170  5.8 

1981  12.899  5.0 

1982  14.045  5.1 

1983  13.486  4.7 

1984  12.781  4.2 

1985  12.308  3.8 

1986  11.255  3.3 

1987  9.418  2.6 

1988  7.152  1.9 

1989  6.639  1.6 

1990  7.312  1.7 

1991  6.730  1.5 

1992  9.536  2.0 

1993  16.174  3.4 
1994c  16.490  3.5 
1995 15.424 3.1 

*   Fiscal  Year  runs  from  April  1  of  year  shown  through  March  31  of  the  following  year. 
*"  The  GOJ  resumed  the  issuance  of  government  bonds  starttog  in  FY  1965. 
'  Figure  is  on  a  revised  basis. 

Source:    Organization  for  Economic  Cooperation  and  Development. 


TABLE  13  -  GEMERAL  GOVERNMENT  BUDGET  BALANCE 


TABLE  13 

General  Government  Budget  Balance' 
Fiscal  Year*  In  Percent  of  GNP 

1970  1.8 

1971  0.5 

1972  0.2 

1973  2.0 

1974  0.0 

1975  -3.7 

1976  -3.6 

1977  -4.2 

1978  -4.2 

1979  -4.4 

1980  -4.0 

1981  -3.7 

1982  -3.4 

1983  -2.9 

1984  -1.8 

1985  -0.8 

1986  -0.3 

1987  0.7 

1988  2.2 

1989  2.6 

1990  3.5 

1991  3.5 

1992  0.1 
1993 -1.1 

'  Negative  sign  indicates  a  budget  deficit. 

*■  Fiscal  Year  runs  from  April  1  of  year  shown 

through  March  31  of  the  following  year. 

Source:   Economic  Planning  Agency 


TABLE  14  -  GENERAL  GOVERNMENT  FINANCIAL  BALANCES,  JAPAN  AND  THE  U.S. 


TABLE  14 


General  Government  Financial  Balances,  Japan  and  the  United  States 
(as  a  Percentage  of  Nominal  GDP) 


Year 

1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 

1990 
1991 
1992 
1993 
1994 

Note:   Percentages  for  1970  and  1971  are  of  Japan's  nominal  GNP. 

Sources:    Organisation  for  Economic  Co-Operational  and  Development,  OECD 
Economic  Outlook.  June  1994,  Annex  Table  28,  p.  A31  (1978-93  data),  and 
December  1994,  Annex  Table  29,  p.  A32  (1994  estimates). 

Organisation  for  Economic  Co-Operational  and  Development,  OECD  Economic 
Outlook.  June  1992,  Table  R14,  p.  188  (1972-77  data). 

Organisation  for  Economic  Co-Operational  and  Development,  OECD  Economic 
Outlook.  June  1990,  Table  R14,  p.  194  (1970-71  data). 


Japan 

United  States 

1.7 

-1.1 

1.2 

-1.8 

-0.1 

-0.4 

0.5 

0.5 

0.4 

-0.3 

-2.8 

-4.1 

-3.7 

-2.2 

-3.8 

-0.9 

-5.5 

0.1 

-4.7 

0.4 

-4.4 

-1.3 

-3.8 

-1.0 

-3.6 

-3.4 

-3.6' 

-4.1 

-2.1 

-2.9 

-0.8 

-3.1 

-0.9 

-3.4 

0.5 

-2.5 

1.5 

-2.0 

2.5 

-1.5 

2.9 

-2.5 

3.0 

-3.2 

1.5 

-4.3 

-1.4 

-3.4 

-3.5 

-2.0 

TABLE  IS  -  GOVERNMENT  HSCAL  POSITTON 


TABLE  15 

Government  Fiscal  Position  -  All  Levels 

(As  a  Percentage  of  Nominal  GDP) 

1984-1994 


Fiscal  Year 

General 

Central 

Government 

Government 

1984 

-1.8 

-4.0 

1985 

-0.8 

-3.6 

1986 

-0.3 

-3.0 

1987 

0.7 

-1.9 

1988 

-2.2 

-1.1 

1989 

-2.7 

-1.2 

1990 

3.5 

-0.3 

1991 

3.5 

-0.2 

1992 

0.1 

-2.2 

1993 

-1.1 

-2.9 

Local  Government         Social  Security 

Fund 


-0.6 

2.8 

-0.3 

3.2 

-0.2 

3.0 

-0.1 

2.7 

0.1 

3.2 

0.6 

3.3 

0.3 

3.6 

-0.1 

3.8 

-1.1 

3.4 

-1.7 

3.5 

Source:    Annual  Report  on  National  Accounts  by  the  Economic  Planning  Agency 


TABLE  16  -  GOVERNMENT  DEBT 


TABLE  16 

Government  Debt 
(As  a  Percentage  of  Nominal  GDP) 


Calendar  Gross                                                  Net 

1978  41.9  11.3 

1979  47.0  14.9 

1980  52.0  17.3 

1981  56.8  20.6 

1982  60.9  23.1 

1983  66.6  26.0 

1984  67.9  27.1 

1985  68.7  26.7 

1986  72.3  26.4 

1987  74.9  21.5 

1988  72.9  17.9 

1989  70.6  14.9 

1990  69.8  9.6 

1991  67.7  5.4 

1992  71.2  4.4 

1993  75.1  5.8'^ 
1994 81.7° 9.2' 

Source:  Organization  for  Economic  Cooperation  and  Development 

*  Estimate 


TABLE  17  -  GOVERNMENT  SAVING 


TABLE  17 


Government  Saving 
(In  Billions  of  Japanese  Yen) 


Year 


Current 

Current 

Receipts 

Disbursements 

¥3,005 

¥2,087.7 

3,734 

2,453.1 

4,261 

2,850.8 

4,933 

3.442.8 

5,691 

4,002.6 

6,401 

4,674.0 

7,280 

5,430.3 

8,648 

6,182.3 

10,360 

7,371.2 

12,240 

8,532.5 

15,127 

10,296.2 

17,454 

11,990.5 

19,906 

14,357.8 

25,273 

17,621.5 

32,825 

24,376.3 

35,648 

30,948.1 

39,248 

35,949.2 

45,770 

41.546.2 

50,064 

47,174.5 

58,308 

53,004.2 

66,214 

59,998.6 

74,795 

66.926.7 

79.455 

71,884.3 

83,505 

76,990.2 

90,709 

81,018.8 

98,765 

85,109.3 

103,861 

90,142.0 

113,722 

93,875.5 

122.773 

97,353.4 

132,240 

10,124.9 

147,023 

111,332.5 

155,024 

114,573.9 

157,915 

120,109.0 

160,616 

125,818.3 

Balance 


1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 

1971 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 

1990 
1991 
1992 
1993 


¥917.3 
1,280.9 
1,410.2 
1,490.2 
1,688.4 
1,727.0 
1,849.7 
2,465.7 
2,988.8 
3,707.5 

4,830.8 
5,463.5 
5,548.2 
7,651.5 
8,448.7 
4,699.9 
3,298.8 
4,223.8 
2,889.5 
5,303.8 

6,215.4 

7,868.3 

7,570.7 

6.514.8 

9,690.2 

13,655.7 

13,719.0 

19,846.5 

25,419.6 

31,025.1 

35,690.5 
40.450.1 
37,806.0 
34,797.7 


Source:   Organization  for  Economic  Cooperation  and  Development. 


TABLE  18  -  HOUSEHOLD  AND  NATIONAL  SAVING  RATES 


TABLE  18 

Household  and  National  Saving  Rates 

1960-1993 

(In  Percent) 


Calendar  Year 

Net  Household 

Net  National 

Saving  Rate^ 

Saving  Rate^ 

1960 

14.5 

24.8 

1961 

15.9 

27.2 

1962 

15.6 

25.6 

1963 

15.0 

23.8 

1964 

15.4 

23.7 

1965 

15.8 

22.3 

1966 

15.0 

23.2 

1967 

14.1 

25.6 

1968 

16.9 

27.9 

1969 

17.1 

29.2 

1970 

17.7 

31.0 

1971 

17.8 

28.4 

1972 

18.2 

28.1 

1973 

20.4 

29.3 

1974 

23.2 

26.7 

1975 

22.8 

22.4 

1976 

23.2 

23.0 

1977 

21.8 

22.5 

1978 

20.8 

22.9 

1979 

18.2 

21.8 

1980 

17.9 

21.0 

1981 

18.4 

21.2 

1982 

16.7 

19.8 

1983 

16.1 

18.7 

1984 

15.8 

19.9 

1985 

15.6 

20.9 

1986 

16.1 

21.0 

1987 

14.7 

21.4 

1988 

14.3 

22.7 

1989 

14.6 

22.7 

1990 

14.1 

22.9 

1991 

15.1 

23.3 

1992 

15.0 

N.A. 

1993 

14.7 

N.A. 

'   Net  household  saving  as  a  percentage  of  household  disposable  income. 
^  Net  national  saving  as  a  percentage  of  net  national  income. 

Source:    Organization  for  Economic  Cooperation  and  Development,  National  Accounts 


TABLE  19  -  GROSS  SAVING  RATIO  -  INTERNATIONAL  COMPARISONS  - 1991 


TABLE  19 

Gross  Saving  Ratio^  -  International  Comparisons^  -  1991 


Country  Percentage  of  GDP 

Australia  17.2 

Austria  25.6 

Belgium  21.4 

Canada  14.4 

Denmark  17.9 

Finland  14.7 

France  20.7 

Germany  23.1 

Greece  15.3 

Iceland  14.4 

Ireland  23.7 

Italy  18.6 

Japan  35.1 

Luxemboug  59.4 

Netherlands  24.7 

New  Zealand  15.0 

Norway  23.6 

Portugal  25.4 

Spain  21.0 

Sweden  16.0 

Switzerland  31.6 

Turkey  21.2 

United  Kingdom  13.5 

United  States 15.0 

Note:      '   Defined  as  gross  national  disposable  income  minus  private  and 
government  consumption,  as  a  percentage  of  gross  domestic 
product. 

^  Member  nations  of  the  Organization  for  Economic  Cooperation 
and  Development. 

Source:  Organization  for  Economic  Cooperation  and  Development,  OECD 
Economic  Surveys  1993-94,  United  States  (Paris:  Organization  for 
Economic  Cooperation  and  Development,  1994),  pp.  198-199. 


TABLE  20  -  HOUSEHOLD  SAVING  RATES,  JAPAN  AND  THE  U.S. 


TABLE  20 

Household  Saving  Rates,  Japan  and  the  United  States 
(as  a  Percentage  of  Disposable  Household  Income) 


Japan  United  States 


1970  17.9  9.8 

1971  17.8  10.4 

1972  18.2  9.2 

1973  20.4  11.2 

1974  23.2  11.1 

1975  22.8  11.0 

1976  23.2  7.6 

1977  21.8  6.5 

1978  20.8  7.1 

1979  18.2  7.2 

1980  17.9  8.1 

1981  18.4  9.1 

1982  16.7  8.9 

1983  16.1  6.9 

1984  15.8  8.3 

1985  15.6  6.6 

1986  16.1  6.2 

1987  14.7  4.5 

1988  14.3  4.5 

1989  14.6  4.1 

1990  14.1  4.3 

1991  15.1  4.9 

1992  15.0  5.0 

1993  14.7  4.6 

1994  14.9  4.2 

Sources:    Organisation  for  Economic  Co-Operation  and  Development,  OECD  Economic  Outlook.  June  1994, 
Annex  Table  24,  p.  A27  (1976-93  data). 

Organisation  for  Economic  Co-Operation  and  Development,  OECD  Economic  Outlook.  June  1987  table  R4, 
p.  159  (1970-75  data). 


TABLE  21  -  GROSS  NATIONAL  SAVING  RATES,  JAPAN  AND  THE  U.S. 


TABLE  21 


Gross  National  Saving  Rates,  Japan  and  the  United  States 
(as  a  Percentage  of  GDP) 


Japan  United  States 


1972  38.3  19.3 

1973  39.2  21.1 

1974  36.4  19.8 

1975  32.3  17.9 

1976  32.6  18.7 

1977  32.0  19.6 

1978  32.3  21.2 

1979  31.5  21.3 

1980  31.1  19.8 

1981  31.5  20.8 

1982  30.6  18.5 

1983  29.8  17.1 

1984  30.8  19.0 

1985  31.7  17.6 

1986  32.0  16.1 

1987  32.6  16.1 

1988  33.9  16.6 

1989  34.3  16.6 

1990  34.6  15.6 

1991  35.1  15.7 

1992  34.0  14.6 

1993  32.5  14.9 
1994 N.A. N.A. 

Note:       Percentage  for  1972  through  1975  are  of  Japan's  nominal  GNP. 

Sources:  Organisation  for  Economic  Co-Operation  and  Development,  OECD  Economic  Outlook.  June  1994, 
Annex  Table  25,  p.  A28  (1976-92  data). 

Organisation  for  Economic  Co-Operation  and  Development,  OECD  Economic  Outlook.  December  1990, 
Table  R13,  p.  187  (1972-75  data) 


■d 
a 
a 

oe 


■o 

1 

s 
^  3  ^ 

r<  K  C- 


CO 


00 


a> 

«5 

Pi 

est 

.a 

>• 

a 
1/3 


o 


I 
O 


ON 

vn 


o 


ON 

t 


6 

en 


CM 


VT)  O 

—  CM 


—  o 


00  ■^ 

cs  r-^ 

CS  CM 


\0   CM 


CO 

< 


D 

s 

> 

< 


CM 


S^ 


CM  — 

00  Ov 


m  CM 

-^  oo' 
CM  -^ 


r-  o 

d  — 


—  o 

CM  CM 


9\ 


_o 

a 


CM  — 


00  \d 
CM  en 


-H  CM 

d  r^ 

CM  — 


\n   vn 


q  -; 

>X  CM 


r-  00 
en  tn 


CM  t~; 
CM  CM 


■*  vq 

CM  Tt 


\q  P-- 


00  O 

i>  o\ 


>^  oo 

00  i/~l 


8 


o 

c 

4) 
60 
< 

d 

« 
.S 
•a 

O 

o 
U 


a 

S 
u 

60 


o\ 

0\ 


>s 


3 
60 

a 
> 

C/2 


00 
OS 
OS 


>s 


3 
CO 

60 

I 

CO 


3 
O 
00 


9\ 


9\ 


< 


S  1/5 


9\ 


9\ 


9\ 


9\ 


es 


o  o\ 


\o  o 


f^  o 
a\  IS 


-r  ON 


00 


tri 


q  -^ 

00  o\ 


9\ 


q  q 


>o  -H  ao 

vo 

■^ 

o;  ^  ad 

f^i 

^  91 2 


0\    (»1|  t^ 

up  q'j  rn 


•<i-  •tl  t^ 
•^^  91  9 


00   c^i  t^ 

*?  91?* 


0\  vril  V© 
r"  o  vo 


\0    00 

ao 

r~  c<^  00 

r-^ 

•^  d  wi 

t--'  Q  v«        rJMT        -" 


00  (S|c> 
V  9l<^' 


9 


d  ri        d 


ml  o        >— 
d  -H       -^ 


9v{  vo  00 

rnjop         - 


f»l  vo_ 

t>; 

m  n  »H 

o 

e 

Tf 

vd  rj 
m  en 

t^ 

m  9  ^ 

d 

CJ 

--I  t>.        -^ 


vqi  ■^        t-; 

— '  o       d 


00 


^ 

CO 

ea 

H 

^    , 

C; 
u 

§ 

5 

s 

o 

'5 

H 

S 
u 

c3 

1 

3 

< 

H 
Z 

1 

s 

3 

w 

^ 

<j 

J 

U 

, 

u 

•§ 

1 

'5, 

1 

u 

E- 

tort 

•c 

< 

i 

pa 

w 

^  ml  t». 

cs  csl  vo 


fS  mi  o 
d  dl  vo 


vo'  dl  i^ 


00    --|  Oj 

m  diri 


t^  vol  f» 

9  9l  f? 


-  9 


vol 


vo  rj  o 


00  ui|  r~ 
d  dl  t^ 


OS  ml  ^ 

d  dl  -H 


.g 

d 
3 

o 


3 


2 
o 


CO 

.a 

4> 


J 


o 

3 
O 


.1 


00 

z 


o 
Z 


o 

00 
OS 


I 

4) 


m 


o 
Z 

> 

c 
o 


i2 
S 

B 

>■ 

Cu 


g.    I 


CQ 


3 
O 
CO 


< 


OS 

00 

^*^ 

o 

e 

00 
9\ 

:S 

T^ 

o 

#> 

O 

^ 

• 

a 

IZl 

1 

Cm 

cs 

o 

g 

^o 

a 

tt 

§ 

90 


00 


00 


eo 
0\ 


3 


00 


00 

9^ 


00 


00 
9\ 


(S    — 


00 

00 

1 

as 


•»r  00 


o  — 


q  o 
■^  oo' 


rn 

o 

oo' 

■>* 

VO 

(S 

""* 

1 

"1 

o 

2; 

1 

P-'   OS 
en  — 


OS    OS 
t    CM 


■c  r 

o    o 

o.  o 

to  nH 
'•6  •€ 


S  S 


in  Tt  r-^ 
«     'I  w^ 


-H     II  t>. 


«s        — 


^         00 


r^ios 


o 


^ 

t 

1 

en 

1 

S2 

so 
m 

1 

ID 

OS 

00 

OS 

^ 

00 

>ri 

*« 

so 

Os 

t 

f;^" 

so 

tn 
1 

wi 

^ 

( 

1 

M 

^ 

vn 

v5 

OS 

9 

P«; 

1 

e 

0\ 

so 
1 

tn 

<*5 

«^ 

vri 

1 

oo 

1 

w^ 
m 

o 
d 

00 

00 

'T 

Os 
V© 

q 
vri 

00 

rn 
c4 


Ed 

y 


i 

« 

ea 

1) 

E- 

, 

g 

5 

9 

O 

'S 

H 

u 
w 

u 

1 

1 

S   3 

Z 

^ 

•s  S 

S 

u 

II 

u 

-  u       - 


u 

3 

y 

H 

55 

t: 

-«i: 

0 

pa 

oo 

00    O 
—    CM 


OS 

f^ 

Vrt 

CS    00   o 

d 

1/1 

OS 

s^gj 

ts  OSI  WJ 

o\  en  OS 
en     1 1  N 


r~  >A|  00 
in  csl  3 


N  Ol  f<^ 
6  tl  «S 


00  p--|  rj 
--  cnl  wi 


-^  csl  in 


-^1 


«« 


N  vn|»N 
tn  dl  rJ 


t^    so 

^H 

en  m  r~ 

m  ^ 

— 

OS  -^  ^ 

SO    TT 

«s 

-:  ^  o 

ri  00 
1 

tn 

^  en  00 

60 

.s 

a 

3 

o 


3 

•a 

"S 

O 

a 


o 


x> 


.a 
§^ 

o 

.a 


.a 


3 
'E, 
3 


o 
c 

3 
O 


op 


o 
Z 


o 

OS 
OS 


E 


OS 

d 
Z 

>1 

2 

B 
O 


c 
E 


8  § 

i    i 


o 


CQ 


3 
O 


tabu;  25  -  BALANCE  OF  PAYMENTS,  1990-94 


TABLE  25 

Balance  of  Payments,  1990-1994 
(In  Billions  of  U.S.  DoUars) 


1990 


1991 


1992 


1993 


1994" 


Merchandise  Exports 
Merchandise  Imports 
TRADE  BALANCE 

Services 

Unrequited  Transfers 
CURRENT  ACCOUNT  BALANCE 

Long  Term  Capital 
BASIC  BALANCE 


280.4 

306.6 

330.9 

351.3 

384.2 

-216.8 

-203.5 

-198.5 

-209.8 

238.2 

63.5 

103.0 

132.3 

141.5 

145.9 

-22.3 

-17.7 

-10.1 

-3.9 

-9.3 

-5.5 

-12.5 

^.7 

-6.1 

-7.5 

35.8 

72.9 

117.6 

13L4 

129.1 

-43.6 

37.1 

-28.5 

-78.3 

-82.0 

-7.8 

110.0 

89.1 

53.1 

47.1 

Short  Term  Capital 


21.5 


-25.8 


-7.0 


-14.4 


-8.9 


Official  Reserves,  net 
Errors  and  Ommissions 
OVERALL  BALANCE 


-7.8 

-20.9 

-7.2 


-8.1 

-7.8 
76.4 


-0.3 

-10.5 

71.6 


26.9 
-0.3 
38.4 


-27.3 
-17.8 
20.4 


Note:      Negative  sign  indicates  outflows  of  capital  (an  increase  in  assets  or  a  decrease  in  liabilities).  Totals 
may  not  add  due  to  rounding. 


Source:  Bank  of  Japan,  Balance  of  Payments  Monthly.  No.  338,  September  1994. 


TABLE  26  -  CURRENT  ACCOU^^^  BALANCE 


TABLE  26 


Current  Account  Balance 


Year 


Billions  of 
U.S.  Dollars 


As  a  Percentage  of 
Gross  Domestic  Product 


1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 


$2.0 

5.8 

6.6 

-0.1 

-4.7 

-0.7 

3.7 

10.9 

16.5 

-8.8 


%1.0 

2.5 

2.2 

-0.01 

-1.0 

-0.1 

0.7 

1.6 

1.7 

-0.9 


1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 


-10.7 
4.8 
6.9 

20.8 
35.0 
49.2 
85.8 
87.0 
79.6 
57.2 


-1.1 
0.4 
0.6 
1.8 
2.8 
3.6 
4.3 
3.6 
2.7 
2.0 


1990 
1991 
1992 
1993 
1994 


35.8 

72.9 

117.6 

131.4 

129.1 


1.2 
2.2 
3.2 
3.1 

2.8 


Sources:   International  Monetary  Fund,  International  Financial  Statistics  Yearbook.  1993. 


International  Monetary  Fund,  International  Financial  Statistics  Yearbook. 
December  1994. 


TABLE  27  -  U.S.-JAPAN  BHATEXAJL  TRADE  BALANCE 


TABLE  27 

U.S.  -  Japan  Bilateral  Trade  Balance 
(Balance  of  Payments  Basis,  In  Billions  of  U.S.  Dollars) 


Year  In  Dollars 


1980 

-10.4 

1981 

-15.8 

1982 

-17.0 

1983 

-21.6 

1984 

-37.0 

1985 

-43.5 

1986 

-54.4 

1987 

-56.9 

1988 

-52.6 

1989 

-49.7 

1990 

-42.6 

1991 

^5.0 

1992 

-50.5 

1993 

-60.5 

1994 

-67.3 

Note: 

Negative 

sign  indicates  U.S. 

deficit  with 

Japan. 

Source: 

Department  of  Co 

immerce.  Survey, 

.of 

Current  Business. 

June  1994 

TABLE  28  -  YEN/DOLLAR  EXCHANGE  RATE,  ANNUAL  1970  -  PRESENT 


TABLE  28 

Yen/Dollar  Exchange  Rate,  Annual 

1970  -  Present 

(Market  Rate,  Period  Average) 


1970  360.00 

1971  349.33 

1972  303.17 

1973  271.70 

1974  292.08 

1975  296.79 

1976  296.55 

1977  268.51 

1978  210.44 

1979  219.14 

1980  226.74 

1981  220.54 

1982  249.08 

1983  237.51 

1984  237.52 

1985  238.54 

1986  168.52 

1987  144.64 

1988  128.15 

1989  137.96 

1990  144.79 

1991  134.71 

1992  126.65 

1993  111.20 

1994  102.23 

Sources:    International  Monetary  Fxmd,  International 
Financial  Statistics  Yearbook.  1993. 

International  Monetary  Fund,  International  Financial 
Statistics  Yearbook.  1994. 
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TABLE  30  -  THE  JAPANESE  BANKING  SYSTEM 


TABLE  30 

The  Japanese  Banking  System: 

Participants  and  Total  Assets 


Type  of  Bank 


Number 


Total  Assets 
(trillions  of  yen) 


Commercial  Banks 
City  Banks 
Regional  Banks 

First  Tier 

Second  Tier 
Foreign  Banks 

of  which  U.S. 

Long-Term  Credit  Banks 

Trust  Banks 
Japanese-Owned 
Foreign-Owned 
of  which  U.S. 
Domestic  Subsidiaries 

Credit  Associations 

Credit  Cooperatives 

Labor  Credit  Associations 

Agricultural  Cooperatives 

Norinchukin  Bank 


11* 
129 

(64) 

(65) 

90 

(20) 


24' 
(7) 
(9) 

((6)) 
(7) 

419 

373 

47 

2,500 
1 


326.9 

263.8 

192.3 

71.6 

17.8 

4.0 

73.6 


251.9 
5.9 

3.5 

N.A. 

106.7 

29.0 

9.8 

54.5 

43.0 


'   Total  number  includes  Daiwa,  a  commercial  bank  with  a  "grandfathered"  trust  department. 

*  Number  of  city  banks  will  become  10  in  1996  with  the  merger  of  Mitsubishi  Bank  and  Bank  of  Tokyo. 

Notes:    The  number  of  banks  is  as  of  April  1,  1994,  for  Japanese  banks  and  as  of  year-end  1993  for  foreign 
banks. 

Total  assets  for  foreign  banks  are  as  of  end-March  1994,  and  for  all  other  institutions,  as  of  year- 
end  -  March  1995. 


Soiu-ce:  Department  of  Treasury,  National  Treatment  Study.  1994,  p.  337. 


TABLE  31  -  WORLD'S  TOP  TEN  BANKS 


TABLE  31 

World's  Top  Ten  Banks 
(Ranked  by  Assets) 


Rank 


1988 


1994 


1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 


Dai-Ichi  Kangyo  Bank 
Sumitomo  Bank 
Fuji  Bank 
Mitsubishi  Bank 
Sanwa  Bank 
Industrial  Bank  of  Japan 
Credit  Agricole 
Citibank 

Norinchukin  Bank 
Banque  Nationale  de  Paris 


Fuji  Bank 

Dai-Ichi  Kangyo  Bank 

Sumitomo  Bank 

Sakura  bank 

Sanwa  Bank 

Mitsubishi  Bank 

Industrial  Bank  of  Japan 

Credit  Lyonnais 

Industrial  and  Commercial  Bank  of  China 

Deutsche  Bank 


Sources:    The  Banker.  July  1988  and  July  1994. 


TABLE  32  -  ASSETS  UNDER  MANAGEMENT  BY  PRIVATE  INSTITUTION 


TABLE  32 

Assets  Under  Management  by  Type  of  Private  Institution 

Assets  Under  Management  By: 


End  of 

Trust 

Life 

Investment 

Investment 

Total 

Year 

Banks 

Insurers 

Advisors 
(yen  trillion) 

Trust  Mgrs. 

1987 

65.8 

77.6 

10.7 

43.8 

197.9 

1988 

77.1 

94.9 

13.8 

51.5 

237.3 

1989 

92.6 

113.6 

18.5 

54.3 

279.0 

1990 

92.6 

127.7 

17.4 

52.8 

290.5 

1991 

93.3 

138.9 

15.9 

46.8 

294.9 

1992 

96.8 

151.7 

15.2 

51.0 

314.7 

1993 

102.9 

164.6 

16.1 

56.5 

340.1 

1994 

107.7 

173.5 

15.7 
(%  of  total) 

48.2 

345.1 

1987 

33.2 

39.2 

5.4 

22.1 

100.0 

1988 

32.5 

40.0 

5.8 

21.7 

100.0 

1989 

33.2 

40.7 

6.6 

19.5 

100.0 

1990 

31.9 

44.0 

6.0 

18.2 

100.0 

1991 

31.6 

47.1 

5.4 

15.9 

100.0 

1992 

30.8 

48.2 

4.8 

16.2 

100.0 

1993 

30.3 

48.4 

4.7 

16.6 

100.0 

1994 

31.2 

50.3 

4.5 

14.0 

100.0 

Note:   Data  is  on  an  end  of  calendar  year  basis,  except  for  Investment  Advisors, 
which  are  on  a  fiscal  yar  basis.    1994  figure  for  Life  Insurers  was  as  of 
end-February,  1995. 

Source:     Bank  of  Japan,  "Economic  Statistics,"  various  monthly  and  annual 
reports;  Investment  Trust  Association. 


TABLE  33  -  OUTSTANDING  POSTAL  SAVINGS  DEPOSIT  ACCOUNTS 


TABLE  33 

Outstanding  Postal  Savings  Deposit  Accounts 


End  of  Fiscal  Year  Shown 


Trillions  of  Yen 

Growth  of  Depositing 

in  Percent 

62.0 

(19.3) 

69.6 

(12.3) 

78.1 

(12.2) 

86.3 

(10.5) 

94.0 

(8.9) 

103.0 

(9.6) 

110.4 

(7.2) 

117.4 

(6.3) 

125.9 

(7.2) 

134.6 

(6.9) 

136.3 

(1.3) 

155.6 

(14.2) 

170.1 

(9.3) 

183.5 

(7.8) 

197.3 

(7.5) 

FY  1980 
FY  1981 
FY  1982 
FY  1983 
FY  1984 
FY  1985 
FY  1986 
FY  1987 
FY  1988 
FY  1989 
FY  1990 
FY  1991 
FY  1992 
FY  1993 
FY  1994 


Source:    Bank  of  Japan,  Economic  Statistics  Annual 


TABLE  34  -  IJNREAIJZED  GAINS  ON  BANK  EQUITY  HOLDINGS 


TABLE  34 

Unrealized  Gains  on  Bank  Equity  Holdings^ 

(as  a  percentage  of  book  value) 

Fiscal  Year  Pa*cent 

1988  81.7 

1989  54.2 

1990  40.6 

1991  22.3 

1992  22.1 

1993  25.3 
1994 21.3 

'   Also  known  as  "hidden  reserves" 
Source:    Salomon  Brothers 


TABLE  35  -  NET  INCOME  OF  THE  21  MAJOR  BANKS 


TABLE  35 
Net  Income  of  the  21  Major  Banks 


Fiscal  Year  *  Billion 


1980  369 

1981  477 

1982  508 

1983  643 

1984  670 

1985  792 

1986  1'062 

1987  1.354 

1988  1.774 

1989  1.572 

1990  1.271 

1991  941 

1992  506 

1993  448 

1994  -120 


TABLE  36  -  PERFORMANCE  STATISTICS  FOR  THE  MAJOR  21  BANKS 


TABLE  36 

Performance  Statistics  for  the  Major  21  Banks 

(¥  Trillion) 


Core  Operating 

Non- 

Write-offs 

(Loss  on 

Profits 

Performing 
Loans 

Sales  to 
CCPC) 

March  1989 

2.4 

March  1990 

2.2 

March  1991 

1.9 

March  1992 

2.4 

0.6 

March  1993 

3.2 

12.8 

1.4 

0.2 

March  1994 

3.2 

13.6 

4.0 

2.1 

March  1995 

2.8 

12.5 

5.5 

2.4 

Source:     IB C A,  Salomon  Bros., 

Nikkei. 

Notes:       Non 

-performing  loans  (NPL's)  =  disclosed  NPL's 

only 

Write-offs  include  losses  on  sales  to  the  CCPC. 
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TABLE  38  -  TOKYO  STOCK  EXCHANGE,  FIRST  SECTION 


TABLE  38 


Tokyo  Stock  Exchange,  First  Section 


Year 


Nikkei  225  Stock  Average 
(End  of  the  Period) 


:  Trading 

Price  Earnings  Ratio 

millioiis  of 

(Times, 

End  of  Period) 

shares) 

351 

20.4 

371 

21.1 

267 

25.8 

349 

34.7 

345 

37.9 

414 

35.2 

693 

47.3 

946 

58.3 

1,020 

58.4 

876 

70.6 

483 

39.8 

372 

37.8 

264 

36.7 

343 

64.9 

328 

79.5 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 

1990 
1991 
1992 
1993 
1994 


7,116.38 

7,681.84 

8,016.67 

9,893.82 

11,542.60 

13,113.30 

18,701.30 

21,564.00 

30,159.00 

38,915.87 

23,848.71 
22,983.77 
16,924.95 
17,417.24 
19,723.06 


Sources:    Bank  of  Japan,  Economic  Statistics  Monthly,  (as  reported  by  Nikon  Keizai  Shimbum). 

Bank  of  Japan,  Economic  Statistics  Monthly,  (as  provided  by  the  Tokyo  Stock  Exchange). 
Bank  of  Japan,  Economic  Statistics  Monthly,  (as  provided  by  the  Tokyo  Stock  Exchange). 
Tokyo  Stock  Exchange,  Fact  Book,  annual  issues. 


TABLE  39  -  TOKYO  STOCK  EXCHANGE.  TOTAL  MARKET  VALUE 


TABLE  39 

Tokyo  Stock  Exchange,  Total  Market  Value 
(Sum  of  First  and  Second  Sections,  End  of  Period) 


Year  I"  BiUions  of  Yen 


1980  77,075 

1981  91,906 

1982  98,090 

1983  126,746 

1984  161,812 

1985  190,127 

1986  285,471 

1987  336,707 

1988  476,850 

1989  611,152 

1990  379,231 

1991  377,924 

1992  289,483 

1993  324,357 

1994  358,392 

1995  (April)  309,546 


Source:    Tokyo  Stock  Exchange,  1995  Fact  Book,  p.  101. 


TABLE  40  -  JAPANESE  SECURTIIES  COMPANIES  -  PROFITS  AND  LOSSES 


TABLE  40 
Japanese  Securities  Companies  -  Profits  and  Losses 


Fiscal  Year* 

In¥* 

1984 

422 

billion 

1985 

560 

bUlion 

1986 

860 

billion 

1987 

2.2 

trillion 

1988 

1.7 

trillion 

1989 

2.3 

trillion 

1990 

2.2 

trillion 

1991 

700 

billion 

1992 

-300.7  billion 

1993 

-483 

billion 

1994 

-405 

billion 

*  Fiscal  year  runs  from  April  1  of  year  shown 
through  March  31  of  the  following  year. 
''  Negative  sign  denotes  loss. 

Source:    Ministry  of  Finance. 
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TABUE  42  -  GEOGRAPHICAL  DISTRIBVrnON  OF  JAPANESE  NET  SECURITIES  PURCHASES,  1990-94 


TABLE  42 

Geographical  Distribution  of  Japanese  Net  Securities  Purchases,  1990-94 
(Billions  of  U.S.  Dollars,  Percentage  of  Total  in  Parentheses) 


1990 1991 1992 1993 1994 

U.S. 


Luxembourg 


U.K. 


West  Gennany 


Netherlands 


France 


Switzerland 


Australia 


Canada 


Others 

39.5  73.18  32.5  43.5  75.5 

Total (100.0)  (100.0) (100.0) (100.0) (100.0) 

Note:      Excludes  yen-denominated  foreign  bonds;  includes  foreign  exchange-denominated  bonds  issued  in 
Tokyo.   Negative  entries  indicate  sales  exceed  purchases.    Columns  may  not  add  due  to  rounding. 

Source:  Ministry  of  Finance,  International  Finance  Bureau  Yearbook.  (Kokusai  Kin'yu  Kyoku  Nenpo). 


-16.1 

15.6 

8.8 

21.9 

14.4 

(-40.8) 

(21.3) 

(26.9) 

(50.3) 

(19.0) 

32.4 

21.4 

-2.81 

-18.0 

41.2 

(82.3) 

(29.2) 

(-8.7) 

(-41.4) 

(54.6) 

2.0 

14.5 

17.1 

16.8 

27.2 

(5.0) 

(19.9) 

(52.5) 

(38.6) 

(36.0) 

-2.0 

0.3 

8.1 

17.4 

-9.2 

(-5.1) 

(0.4) 

(25.0) 

(40.0) 

(-12.2) 

0.2 

0.3 

0.1 

-0.2 

-0.1 

(0.5) 

(0.3) 

(0.3) 

(-0.5) 

(-0.1) 

5.6 

3.3 

2.5 

10.0 

8.8 

(14.1) 

(4.5) 

(7.8) 

(23.0) 

(-11.7) 

1.9 

1.2 

0.7 
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TABLE  46  -  DIRECT  AND  PORTFOUO  INVESTMENT 


TABLE  46 

Direct  and  Portfolio  Investment 
(In  billions  of  U.S.  DoUars) 


Year  Direct  Investment        Portfolio  Investment 

1970  -.26  .25 

1971  -.15  .80 

1972  -.56  .08 

1973  -1.93  -1.72 

1974  -1.67  -.87 

1975  -1.53  2.59 

1976  -1.87  2.77 

1977  -1.63  .64 

1978  -2.36  -2.81 
1979 -2:66 -1.23 

Note:      Minus  sign  indicates  capitol  outflows. 
Source:  International  Monetary  Fund,  International  Financial 
Statistics  Yearbook.  1993. 


Year  Direct  Investment      Portfolio  Investment 

1980  -2.11  9.43 

1981  -4.71  7.67 

1982  -4.10  .84 

1983  -3.20  -2.90 

1984  -5.97  -23.96 

1985  -5.81  -41.75 

1986  -14.25  -102.04 

1987  -18.35  -91.33 

1988  -34.73  -52.75 
1989 -45.22 -32.53 

Note:      Minus  sign  indicates  capitol  outflows. 
Source:  International  Monetary  Fund,  International  Financial 
Statistics  Yearbook.  1993. 
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TABLE  46  (CONTINUED) 

Direct  and  Portfolio  Investment 
(In  billions  of  U.S.  Dollars) 


Year  Direct  Investment      Portfolio  Investment 

1990  -46.29  -14.49 

1991  -29.37  35.45 

1992  -14.52  -28.41 

1993  -13.64                               -65.71 
1994 -5^21 54.67 

Note:      Minus  sign  indicates  capitol  outflow.   Figures  for  1994 

are  annualized  from  data  for  the  first months  of  the 

year. 

Sources  Intemational  Monetary  Fund,  International  Financial 
Statistics  Yearbook.  1993. 

Intemational  Monetary  Fimd,  Intemational  Financial 
Statistics.  December  1994. 
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